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ANSWERS BY THE SECRETARY OF THE TREASURY
TO QUESTIONS SUBMITTED DURING THE COM-
MITTEE HEARINGS BY THE VICE CHAIRMAN,
CONGRESSMAN WRIGHT PATMAN




CoxGRESs OF THE UNITED STATES,
House oF REPRESENTATIVES, »
Washington, D.C.,January 5,1960.
Hon. PauL H. DougLas,
Chairman, J oint Economic Committee,
Senate Office Building,
Washington,D.C.

Drar Mr. Crareyan: Attached are several documents needed to
help complete the record of part 6 “The Government’s Management of
Its Monetary, Fiscal, and Debt Operations™ of the committee’s broader
study of “Employment, Growth, and Price Levels.” - It is my under-
standing that documents received late, such as these, will be included
in volume 10 of the hearing record. The documents attached are as
follows:

First, answers to questions which I handed to Secretary Anderson
when he appeared before the committee in July. These answers were
sent to me on December 17.

Second, answers to questions which were similarly posed to Chair-
man Martin, of the Federal Reserve Board, which answers were trans-
mitted to me on November 18.

Third, a paper titled “Income Velocity and Interest Rates—A Prag-
matic Approach,” by Henry A. Latané, research associate, University
of North Carolina.  (See p. 3435.) As I understand it, this paper
will appear in a somewhat modified form in a forthcoming issue of the
“Review of Economics and Statistics,” Harvard University.

The significance of the paper by Mr. Latané is that it presents
factual information on a question much discussed in the above-men-
tioned statements of both Secretary Anderson and Chairman Martin—
the question being whether and to what extent interest rates may be
increased independenly of changes in the supply and demand factors
for money. This paper examines the record for the years 1909
through 1958 and concludes that, on the average, there has been a
highly constant relationship between interest rates and income ve-
locity. (Interest rates are measured by interest yields on high-grade
corporate bonds; and income velocity 1s a ratio obtained by dividing
the Nation’s supply of money at a particular time period by the gross
national product of the country in the same period.)

In contrast to this highly constant relationship between changes in
interest rates and changes in the supply-demand factors for money
which Mr. Latané finds to have prevailed on the average, however,
there have been particular times when there were spectacular excep-
tions. Thus interest rates shot up without corresponding changes in
the supply of or the demand for money in 1953, again in the period
beginning in the latter part of 1956 and continuing through 1957,
and—most spectacularly—in the present, beginning about mid-1958.
These unusal occurrences are graphically shown in chart 3 appear-
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Ing in this paper. Thus, speaking of the situation prevailing when
the yield on long-term Government bonds had risen to the fabulous
level of 4.3 percent, but not as high as today, Mr. Latané observes:

On the basis of the established relationship of interest rates and velocity,
long-term Government bonds should now be selling to yield 3.7 percent. The
present yield of 4.3 percent may be in part a cyclical phenomenon and in part a
reflection of the recent drive to lift the interest rate ceiling on long-term Gov-
ernment bonds. In any event, there is no evidence that an attempt to carry out
major long-term financing at present (or higher) yields would reduce infla-
tionary pressures. On the contrary, it would encourage wealthholders to reduce
their proportionate cash balances to buy bonds, thus increasing income velocity.

The fourth attached document is a statement by Oscar Gass, who
heads a private consulting firm and was formerly a chief economist in
the office of the Secretary of the Treasury. (See p. 3444.) This
statement likewise deals with an aspect of inordinate increases in
interest rates or what Mr. Gass has called the administered prices of
money. It is a source of the anonymous quotation on which Secretary
Anderson has commented in his answers to my questions. '

Finally, there are also attached several documents which throw con-
siderable light on a current issue which has for several years been a
matter of grave concern to several members of the committee as well
as to other Members of Congress. These contain Chairman Martin’s
answers to a number of questions posed to him concerning the methods
of money creation, the origins and ownership of bank reserves, the
ownership of Federal Reserve assets and related matters. These
answers, especially those in Chairman Martin’s letter of August 10th,
reveal some heretofore unpublicized aspects of the thinking under-
lying some of the Federal Reserve’s recent policies, and, they seem to
provide a key to several of the more puzzling attitudes expressed by
Chairman Martin when he dppeared before the committee.

Specifically, these documents are—

1. A letter from me to Chairman Martin of July 17, posing
certain questions concerning origins of member bank reserves;

2. A reply from Chairman Martin on July 24;

3. A letter from me seeking more responsive answers to the
questions on July 25; and

4. A letter from Chairman Martin dated August 10, 1959.

(See pp. 3419-3433.)

As will be recalled, when Chairman Martin was before the com-
mittee in July, the Congress had just then settled, but only in part,
the question of a proposal to reallocate the money-creating powers as
between the Federal Reserve System and the private commercial
banks. The bill to amend the reserve requirements of the member
banks of the Federal Reserve System (S. 1120), as originally pro-
posed by the Federal Reserve Board, involved a proposal to reallocate
the money-creating shares on a basis much more favorable to the pri-
vate banks, both as to future additions to the money supply and as to
past additions to the money supply, to the extent that about $15 billion
of U.S. bonds and other interest-bearing obligations would be trans-
ferred from the Federal Reserve banks on a cost-free basis to the pri-
vate banks.

After the dollars-and-cents meaning of the Federal Reserve’s pro-
posal became the subject of debate in the Congress, Chairman Martin
receded from the idea that there should be any retroactive reallocation
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which would involve a transfer of securities already held by the Fed-
eral Reserve, and in passing the bill Congress appended public policy
statements condemning any retroactive reallocation of the money-
creating powers. There was at this time still pending, however, the
question of a reallocation as to future additions to the money supply
and the question was then most sharply posed by the Reuss-Metcalf
amendment to the bill to repeal the ceiling on interest rates at which
long-term Treasury bonds could be issued. The Reuss-Metcalf
amendment is a public policy statement condemning any reallocation
of the money-creating powers more favorable to the private banks,
with reference to future additions to the money supply, and, further-
more, a policy statement which tends to approve future additions to
the money supply being made on a basis more favorable to the public
generally. Thus, while Chairman Martin was before the committee,
members posed to him a variety of alternative wordings of a possible
public policy statement which would be to the effect that, in bringing
about future additions to the money supply, the Federal Reserve
should, where feasible, accomplish this by acquiring more Government
iecul;'ities rather than by reducing required reserves of the member
anks.

.Several points become unmistakably clear. First, the proposed
public policy statement was to have no bearing whatever on the ques-
tion of how much or when the money supply should be increased; it
was concerned only with the method to be used in bringing about
whatever increase the Federal Reserve might deem appropriate.

Second, the Federal Reserve has equally available for use at any
particular time two methods for bringing about a given increase in
the supply of money and credit available from the commercial banks.
Tt may use some of its own money-creating powers—to acquire more
Government securities. In this case both the commercial banks and
the public generally share in the benefits of the money-creating proc-
ess, since for each $1 of securities the Federal Reserve acquires, 1t
creates $1 of bank reserves. These -bank reserves are called “high-
powered dollars” (sometimes called “poured dollars” by the editors of
part 6 of the hearings), for the reason that the banks are rivileged
to create money at the rate of several dollars for each $1 of reserves,
and to acquire earnings assets, including Government securities, with
dollars thus, created. Indeed, when the Federal Reserve uses this
method to expand the money supply the private banks share bounti-
fully. At required reserve levels prevailing in mid-1959, the mem-
ber banks were privileged to create $6 for each $1 of'reserves.crea_ted,
by the Federal Reserve, 1f we count only reserve requirements against
demand deposits, and privileged to create between $7 and $8 if we also
count, as we should, reserve requirements against time deposits.

Alternatively, of course, the Federal Reserve may reduce reserve
requirements of member. banks, which simply means that the member
banks are permitted to create more money on the basis of their already
existing reserves. In‘this case the banks acquire all of the increased
earnings assets which thé money-creating process makes it possible
to acquire, and the Federal Reserve acquires none. . )

The only question is.then whether, as the money supply is expanded,
the private banks will hold relatively more Government securities
and the Federal Reserve relatively less or vice versa. Interest pay-
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ments on those securities held by the Federal Reserve go back to the
Treasury, with no cost to the taxpayers, whereas interest payments
on those held by private banks go into bank profits and come out of
the taxpayer’s pockets.

Despite the clarity of these points and the Federal Reserve’s record
of having made successive reductions in reserve requirements since
1951, Chairman Martin resisted all suggestions that the Federal Re-
serve amend its course, as he resisted, successfully, the Reuss-Metcalf
amendment in the Way and Means Committee of the House. In point
of fact, Chairman Martin finally declared that he believed required
reserves should be reduced, though, as I have indicated, for reasons
which were not clear to me. Some of his statements seem to suggest
that private banks are, somehow, the rightful though not the legal
owners of the Federal Reserve’s assets and, indeed, in his colloquy
with me, that the private banks are likewise the rightful owners of
the Treasury’s gold. If there is any doubt about these suggestions,
the doubt has been removed by Chairman Martin’s letter of August
10 which I will quote after recalling the incidents by which this letter
arose.

“In view of the continuing agitation for reductions in the required re-
serves and the frequent ublic statements claiming or seeming to claim
that bank reserves have been created by deposits of “the banks’ money,”
and that the Reserve System somehow deprives the banks of an oppor-
tunity to use “their money” profitably, I offered for the committee
record and invited Chairman Martin’s comments on a report published
by the Federal Reserve Bank of New York in 1958 titled “Sources and
Uses of Member Bank Reserves, 1914-52.”

This report asserts that in the entire history of the Federal Reserve
System the net deposits of cash by the banks to their reserve accounts
had amounted to less than $1.5 billion—deposits made when the system
was being established in the 1914-17 period—and that the more than
$40 billion of gross additions to the banks’ reserves since that time
has been created by extensions of Federal Reserve credit. Thus, the
report points out:

Actually, the Federal Reserve banks have been the principle source from which
the commercial banks have derived teserve funds since the founding of the
Federal Reserve System in 1914. Under our fractional reserve banking struec-
ture, the Federal Reserve credit created by the Reserve banks has, in effect, per-
mitted commercial banks to effect a vast expansion in their loans and invest-
ments that otherwise would not have been possible * * *. Instead of levying
a “tribute” from the commercial banks, the Federal Reserve hanks have instead
(mainly through their purchase of Government securities) provided the reserve
base upon which a vastly enlarged balance of commercial bank loans, invest-
ments, and deposits has been erected over a period of nearly 4 decades.

Chairman Martin’s letter of August 10 confirms the historical facts,
which are these: :

1. Net cash deposits of the banks to their reserve accounts amounts
to something less than $1.5 billion. The exact amount cannot be
established, and $1.5 billion represents a maximum. In fact, $1.5 bil-
lion was the amount of reserves on December 31, 1917, and it thus
represents a mixture of bank deposits of cash in the 1914-17 period
and reserves created by the Federal Reserve System itself.

2. Since December 31, 1917, the Federal Reserve System has made
net additions to the member banks’ reserve accounts as follows: () $26
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billion by reason of the Federal Reserve’s purchase from the open mar-
ket of $26 billion of Government securities; (&) $17 billion by reason
of the Treasury’s acquisition of this amount of gold, mostly gold flow-.
ing into the country in settlement of international balances of pay-
ments; and (¢) $3 billion by reason of the Treasury’s issnance of this
amount of currency, mainly monetized silver. Total gross additions
to the member banks’ reserve accounts since 1917 thus amount to $46
billion, and of this, the member banks have drawn out $28 billion in
cash, leaving a net of $18.5 billion in their reserve accounts as of the
end of last July.

I3ut agreeing on the facts and agreeing on the equities which the
facts suggest are two different things when the facts are considered
from different premises. Some people have accepted the premise that
the power to create money is an inherent power of Government, that
in the case of our Government it is reserved to the Congress by the
Constitution, that the power is delegated in part to the private com-
mercial banks and, since the creation of a central bank in 1914, in
part to the central bank,

Chairman Martin’s premise, on the other hand, seems to be that -
creating money is a natural and exclusive right of the private banks,
a right properly recognized by the National Bank Act prior to 1914,
but one which has been confiscated or abridged—temporarily per-
haps—by the Federal Reserve Act of 1914. Thus he feels that the
private {)anks are the rightful owners, although the dispossessed
owners, even of the Treasury’s gold, for the reason that had the Fed-
eral Reserve Act not been passed, the money which has been created by
the Government and exchanged for gold would have been created by
the private banks and exchanged for gold, and the banks would thus
be the owners of the Treasury’s gold today. His letter of August 10
sets out a most interesting composite of the world as it is and the
world as it might have been:

What would the consolidated condition statement of the country's monetary
system look like today if the Federal Reserve System had never been created,
if commercial banks were authorized to hold reserves and to issue currency as
they did prior to 1914, and if there had bzen the same increases in gold, Treas-
ury currency, currency in circulation, and bank credit? In other words, let it
be assumed that the arrangements prevailing under the National Bank Act were
extended with only such modifications as would be needed to fit them into the
legislative situation as it would be if the Federal Reserve Act had not been
passed.

It thus appears that Chairman Martin feels the private banks are
entitled to the exclusive benefits of the monetary system of the modern
world—or at least to the assets acquired by the money-creating proc-
esses—because the private banks enjoyed a near-exclusive delegation
of the Government’s money-creating powers in the pre-1914 world.
His letter continues:

Under these assumptions, the country would possess the same $20 billion gold
stock and the same $3 billion total of Treasury currency that now exists. The
volume of total bank deposits and currency outstanding would be the same as
at present, but the currency would consist of national bank notes. In these
circumstances, it would not be open to question that the $20 billion of gold cer-
tificates would represent reserves owned by the commercial banking system,
and certainly no one would regard these reserves as “fictitious.” Whether these
reserves were adequate, inadequate, or excessive would depend upon the reserve
requirements established against notes and deposits. _
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In trying to make out a case that the Federal Reserve System some-
how levies a tribute on the member banks, denying them an oppor-
tunity to acquire assets which they would otherwise acquire, Chairman
Martin has set up a very “iffy” supposition. And supposing that the
country might have the same gold stock and that it would be held by
the banks, rather than in the hands of private individuals and non-
banking corporations, that it might have the same money supply, and
that the commercial banks might -have as large or larger volume of
earnings assets had no central bank been created and the country
operated over the past half-century on the pre-1914 banking system,
he is in effect saying that the invention of the central bank is really
not so great a social invention after all and that the labors of Wood-
row Wilson, Robert L. Owen, and Carter Glass were largely unneces-
sary. Such absurdities are hard to take seriously, even as an “assump-
tion.” In point of fact, passage of the act made it possible to cut
reserve requirements of member banks in half immediately. And
the creation of the central bank, itself on a fractional reserve basis,
has made it possible for the commercial banks to expand their hold-
ings of earnings assets literally hundreds of times what these hold-
ings would have been had the pre-1914 system been continued.

In addition to what seems to be a completely serious justification in
Chairman Martin’s mind for the policy of giving away public assets
to the private banks, Chairman Martin has buttressed his argument
with a familiar bit of doggerel which has long served to confuse and
to suggest that the member banks have in fact “paid for” their reserves
“either by exchange of assets or by assumption of liabilities.” Thus
hisletter of August 10 closes:

It should be kept in mind that, regardless of how one prefers, for his own
convenience, to relate Federal Reserve asset and liability items, the individual
member banks acquire reserves in the Federal Reserve largely through cus-
tomer deposits of currency or checks drawn on other banks and through sales
of securities, and also to some extent through stockholder contributions. Thus,
these reserves are paid for by member banks, either by exchange of assets or by
assumption of liabilities.

Except that such a statement should have been made by the head
of the Nation’s central bank, it might. be the source of some amuse-
ment.

How, for example, could the member banks have “paid for” their
reserves “largely through customer deposits of currency” when the
record shows, as Chairman Martin’s letter elsewhere states, “member
banks have experienced withdrawals from their reserve balances, prin-
cipally $28 billion of currency to meet the public’s need for hand-to-
hand cash”? Since member banks have made net withdrawals from
their reserve accounts of $28 billion in currency since 1917, it is mani-
fest that customer deposits of currency could not have made a net
contribution to bank reserves. And it is equally a matter of arith-
metic that customer deposits of currency and sales of bank-owned
securities combined could not have made a net contribution to bank
reserves, since the member banks’ net cash withdrawals have exceeded
the Federal Reserves’ net acquisition of securities, including securi-
ties purchased from nonbank sources.

. Further, the statements transmitted with Chairman Martin’s letter
of July 24 make it abundantly clear, if it was not already so, that the
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member banks cannot create reserves either by writing checks on one
another or by selling securities to the public.

True, reserves once created can be and are shifted and redistribu-
ted among banks in the manner Chairman Martin describes. But
only the Federal Reserves itself can create bank reserves, and only the
Federal Reserve can reduce or extinguish bank reserves. It increases
bank reserves when it acquires Government securities, and the result is
the same whether the former owners of the securities are banks or
members of the general public. It increases reserves when the Treas-
ury accepts gold in settlement of international balances of payments,
and the result is the same whether we theorize that the banks through
which the settlement is made should rightfully own the gold, that the
gold should rightfully belong to the particular persons who produced
the goods and services that were exchanged for the gold, or that the
gold belongs to the Nation. :

So it seems to me that Chairman Martin’s statement, stripped of its
misleading irrelevancies, boils down to this: “* * * reserves are paid
for by member banks, either by exchange of assets or by assumption
of liabilities.” But even this statement suggests images that are far
from the realities of the matter.

Member banks “pay for” their reserves only in this sense: When
the Federal Reserve acquires Government securities in the open market,
some bank or banks assume a liability to pay the former owner of the
securities—in dollar credits. The Federal Reserve, in turn, assumes
a liability for paying the bank. It actually pays mn reserve credits,
and what a magnificent payment this is. For each dollar of payment
in reserve credits, the bank may create several dollars of new money
and acquire several dollars of additional assets in the process.

Yes, a bank may sell the Federal Reserve some of its own Govern-
ment securities—if the Federal Reserve is willing to buy them—and
it could truthfully be said that the bank has exchanged one asset for
another—a Government security for a credit to its reserve account.
This means, however, that the bank may immediately acquire several
dollars of assets for each dollar of assets 1t has exchanged. It may, for
example, turn to the Treasury and acquire several dollars of Govern-
ment securities for each dollar of Government securities it sold to
the Federal Reserve, simply by creating a deposit liability for the
amount of the new acquisition.

At the present level of reserve requirements, the member banks are
privileged to create about $8 of deposit liabilities for each $1 of re-
serves, acquiring $8 of interest-bearing assets in the process.

So, of course, no banker in his right mind would prefer to accept
currency in exchange for any asset the Federal Reserve may acquire.
He will take currency only when it is necessary to do so to meet the
needs of his customers who may wish to convert some of their own
deposits to currency. When the Federal Reserve pays for securities
or gold with bank reserves, it is in effect extending to the member
banks an additional delegation of power to create money with which
to replace the assets—which either the bank or the general public has
given up—and not to replace them in an amount equal to what has
been given up, but to replace them in an amount several times over
what has been given up.
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Nothing in any of Chairman Martin’s arguments, it seems to me,
in the least justifies transferring publicly owned Government securi-
ties from the Federal Reserve banks over to the private banks; and
none of his arguments justify the Federal Reserve’s delegating more
of the Government’s money-creating powers to the private banks for
use by the private banks in acquiring more Government securities.
The Federal Reserve itself can acquire the Government securities and
thereafter return the interest payments on these securities to the
Treasury rather than channeling these payments into bank profits.

The impression should not be left that the attached documents relate
only to the issue of reducing reserve requirements of the member
banks. On the contrary, in the questions I have posed to Secretary
Anderson and Chairman Martin, I have tried to break down the broad
topics of monetary and debt management policies into some of their
constituent parts, to see how well these ofticials could justify these
policies in terms of their specific effects. The reader may judge Lhow
well they have succeeded.

Sincerely yours,
Wricnr ParMan.

UNDER SECRETARY OF THE TREASURY,
Washington, December 17, 1959.
Hon. Wrreat ParMan,
House of Representatives,
New House Office Building,
Washington, D.C.
" My Dear Mr. Pataan: In Secretary Anderson’s absence I am
transmitting his replies to the questions which you submitted to him at
the close of his oral testimony before the Joint Economic Committee
on July 24, 1959.
Two copies are also being transmitted directly to the staff of the
Joint Economic Committes.
Sincerely yours,
Juriax B. Bairp.



ANSWERS BY THE SECRETARY OF THE TREASURY

Question 1. With reference to your request for repeal of the interest
rate ceiling on Treasury bonds, how high will long-term rates go
if the ceiling is taken off ?

Answer

Removal of the 414 percent ceiling would not in ftself cause long-
term interest rates to rise. Removal of the ceiling would instead be
a mere recognition on the part of Congress of what has already hap-
pened in the Government securities market. Actually, removal of
the ceiling, by permitting highly needed flexibility in debt manage-
ment, would tend to promote lower rather than higher long-term
interest rates over the longer run.

Rates of interest on Government and other securities are not estab-
lished by the Treasury in pricing its new issues nor by the Congress
in maintaining limits such as the 41/, percent ceiling. 1In pursuing the
important debt management objective of minimizing interest charges
on the public debt, the Treasury sells its securities in competitive
markets at the lowest possible rates. It realizes, however, that new
Treasury securities must be priced so as to attract investors’ funds;
otherwise, the issues would fail.

The level of vields on Treasury securities, and on other securities
as well, is established by market forces working through the demand
for and supply of credit. During the past year, these forces—reflect-
ing primarily the impact of rapid business recovery, the large Federal .
deficit, and a restrictive monetary policy—have contributed to higher
rates of interest on Government and other securities. The market
yields on a number of issues of outstanding Government securities
have risen above 414 percent. There was no appropriate way that
either the Treasury or the Congress could have prevented this rise in
interest rates. Indeed, the rise reflected, to a considerable extent, the
strong demands for credit that characterize a healthy, growing
economy.

Consequently, in removing the 414 percent ceiling, the Congress
would not be legislating higher rates of interest; it would merely be
recognizing the existing situation in the market for Government
securities. The existence of the ceiling cannot, as has been shown
by what has already occurred in the (Government securities market,
prevent market rates from rising or falling with demand and supply.

On the other hand, failure to remove the ceiling is forcing the
Treasury to concentrate its cash and refunding operations in issues of
relatively short maturity, with terms no longer than 5 years, which
cannot adequately attract the funds of savings-type investors. Con-
sequently, short-term financing of this type exerts inflationary pres-
sures, partly because it tends to result in a larger amount of bank
financing since such obligations are the principal Government security
investments of commercial banks, which create deposits in the act of
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purchasing securities, and partly because short-term issues are very
close to being money. During this period of strong and rising busi-
ness activity, with more and more pressure converging on our economic
resources, 1nflationary pressures should be restrained. If they are
not restrained, but in fact are further stimulated through excessive
reliance on short-term financing of the Government’s requirements,
we may well experience further shrinkage in the purchasing power
of the dollar.

In addition, excessive reliance on short-term financing has added
appreciably to the rates of interest which the Treasury has had to
pay in competition with other heavy demands for short-term credit.
Treasury short-term rates have risen to as high as 5 percent whereas
it is not unlikely that Treasury issues in the longer area could have
been sold on occasion this autumn at an interest cost in the neighbor-
hood of 414 percent.

Removal of the 41/ percent ceiling, which would permit the Treas-
ury to manage the debt flexibiy so as to minimize inflationary pres-
sures, would in the long run also be conducive to lower rather than
higher long-term interest rates. This is because expectations of in-
flation are a powerful factor tending to promote higher interest rates,
especially on long-term securities. Lenders are understandably re-
luctant to tie up their funds for long periods if they believe that the
loans will be repaid with eroded dollars; they are therefore unwilling
to lend except at rates of interest high enough to compensate for an
expected reduction in the dollar’s purchasing power. Borrowers, on
the other hand, are eager to obtain funds, and will be willing to pay
higher rates, because they expect to repay the loans with “cheaper”
dollars. Thus, all interest rates tend to be pushed to higher levels,
but long-term rates may rise even faster because investors are reluctant
to tie up their funds for long periods.

Admittedly, large offerings of new long-term bonds by the Treas-
ury, following removal of the ceiling, would tend to force long-term
rates to higher levels. The Treasury has no intention of flooding
the long-term market with securities, however, and there is no need
to doso. Our goal would be to issue, from time to time and as market
conditions permit, some appropriate volume of securities of over
5-years’ maturity. This would help to restrain inflationary pressures
and would also relieve the pressures in the short-term market.

In view of these considerations, it is clear that congressional action
in removing the ceiling would not be tantamount to “legislating higher
interest rates.” Indeed, failure to remove the ceiling, because of the
inflationary implications of excessive reliance on short-term financing,
could only be viewed as willingness to accept further deterioration 1n
the purchasing power of the dollar and, ultimately, even higher rates
of interest.

Question 1a. The Federal Reserve could, if it wished to do so, drive
the rate on long-term Governments to 6 percent, could it not?

Question 1b. What assurance do you have that the Federal Reserve
will not drive the rate to 6 percent, or even to 7 percent?

Answer
The primary statutory responsibility of the Federal Reserve System

is to influence the aggregate flow of credit in such manner as to pro-
mote a high and sustainable rate of economic growth. There is httle
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doubt that the System could, by restricting substantially the avail-
ability of bank reserves and by engaging in open market sales of Gov-
ernment securities, temporarily force market rates of interest to higher
levels. The System could not, however, establish any predetermined
long-term interest rate far above the current market rate—any more
than it could establish artificially low rates—without causing serious
economic dislocations.

This is because the restrictive actions that would promote higher
interest rates would tend to contract output, employment, and income.
Economic recession might set in and, if the restrictive Federal Re-
serve policy were continued, a downward economic spiral might result.
The trend in long-term interest rates, under such circumstances, would
be impossible to predict in advance. 4 ’

No responsible central bank would, of course, engage in such ac-
tions. Indeed, the record of actions by the Federal Reserve System
since the Treasury-Federal Reserve “accord” in March 1951 has been
onie of appropriate flexibility in administering monetary policy. The
System has been alert to the shifting trends in business activity, and
its policies have been closely attuned to the contemporary business
situation. Thus, monetary policy was directed toward restraint dur-
ing the éxpansion periods of 1951-53, 1955-57, and 1958-59. It was
directed toward active credit ease during the recessions of 1953-54
and 1957-58,

"The actions of the Federal Reservé authorities have indicated
clearly that their objective is not in any sense to achieve a particular
level of interest rates, but only to promote sound economic growth
through the use of their monetary powers. This is the best possible
assurance that we can continue to expect alert and appropriate central
banking policies in the future.

Question 8. Why have interest rates gone so high? What are the
most important causes?

Answer

Interest rates in this country are not “high” relative to earlier
periods of strong business activity. Our perspective relative to the
current levels of interest rates has perhaps been affected by the un-
usually low levels during the 1930’s, a period of economic depression,
and during the 1940’s, when yields on Government securities were
“pegged” at artificially low levels. As against the level of long-
and short-term interéest rates since the Civil War, the current yield
pattern cannot be judged as unduly high in the historical sense.
Moreover, interest Tates in the United States are still among the lowest
in the free world.

In view of these considerations, this question must be interpreted
as pertaining to the rise in interest rates during the past year or so.
This rise on long-term Government, corporate, and State and local
government securities has averaged about 1 percentage point since
the 1958 lows.  Moreover, average rates on new issues of 91-day Treas-
ury bills have recently been somewhat above 4 percent, as contrasted
with a low of about five-eighths of 1 percent in May 1958.

The reasons for this rather sharp increase in interest rates relate
to the basic forces that determine interest rates in a free market
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economy. Speaking broadly, the interest rate is nothing more nor
less than a price, namely, the price of borrowed money. As a price,
the rate reacts to the same sort of influence as other prices in a free
market economy—influences that operate through the demand for and
supply of funds available in credit markets. Just as an increase in
the demand for goods or services tends to increase their prices, so does
an increase in the demand for credit tend to increase interest rates.
And an increase in the supply of credit has the same basic effect as
an increase in the supply of any goods or service in any market—
price tends to fall. This is true under our present market arrange-
ments; it will remain true so long as credit markets remain free and
borrowers and lenders are permitted to manage their affairs with
a minimum of interference and regulation.

The major factors promoting higher interest rates in the past year,
working through the demand for and supply of credit, can be sum-
marized under four broad headings:

(1)_ The $12.5 billion Federal deficit in fiscal year 1959, which
forced the Treasury to be a heavy borrower in credit markets and
also contributed to investor expectations of future inflation;

(2) The rapid and widespread recovery of business activity
during the past year and a half, which was accompanied by an
upsurge in demand for funds on the part of consumers and
businesses ;

(3) Some strengthening of the view—in my judgment, mis-
taken—that further inflation is inevitable, which tended to reduce
the supply of funds available in credit markets and to increase
the flow of funds into equities, real estate, and other so-called
“inflation hedges”; and

(4) A monetary policy directed toward restraint, which pre-
vented bank credit from expanding as rapidly as the demand for
funds.

In the first place, the $12.5 billion Federal deficit, as noted above,
exerted a twofold impact on interest rates during fiscal year 1959.
The sheer magnitude of the deficit, coupled with a realization that
business activity was rebounding sharply from the recession low of
1958, tended to strengthen investor expectations of further shrinkage
in the purchasing power of the dollar. The impact of such expecta-
tions on interest rates is discussed below.

Moreover, the Government securities issued to finance the deficit
had to be ahsorbed by someone, thus adding significantly to the de-
mand for funds in credit markets. The volume of publicly held Gov-
ernment securities increased almost $9 billion during fiscal year 1959
(part of the deficit was absorbed by drawing down the Treasury’s
cash balance which was abnormally high on June 80, 1958.) This
superimposing of a large Government demand for credit on top of
growing demands of the private sector of the economy inevitably
exerted strong upward pressure on interest rates.

In the second place, business recovery has been an important con-
tributor to higher interest rates. The natural tendency of interest
rates in our market economy is to rise during periods of expanding
business activity and to decline during recessions. This tendency—
which grows out of the interaction of demands for credit, availability
of financial savings, and flexible administration of Federal Reserve
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credit policies—has been demonstrated during the business cycles that
have occurred since the Treasury-Federal Reserve “accord” in early
1951. At that time, it will be recalled, the Federal Reserve discon-
tinued the inflationary policy of “pegging” Government bond 1pr;ces
so as to keep interest rates from rising above predetermined levels.
This permitted interest rates to respond freely and flexibly to forces of
demand and supply, including the impact of a flexible monetary
olicy.

P Th}:ls, interest rates rose during the expansion periods of 1952-53
and 1954 57 and declined sharply in the recessions of 1053-54 and
1957-58. It was only natural, therefore, to expect interest rates to
rise during the rapid and widespread recovery of business activity
that began in the late spring of 1958. Viewed from the standpoint of
quantitative factors, the most important forces promoting higher
rates during the past year and a half, growing out of or accompanying
the business recovery, have been the demands of individuals for credit
to finance homes and the purchase of consumer durables such as auto-
mobiles, and the demands of business firms to obtain funds to finance
inventory accumulation, rising payrolls, and other expanding working
capital needs.

ising interest rates, in short, are the usual accompaniment of an
expanding economy. An increasing level of business activity is sup-
ported by and carries with it a rising demand for credit on the part
of businesses and consumers. In free credit markets, properly con-
ditioned by flexible monetary policies, this rising demand must be
reflected in a higher price for borrowed money.

In the third place, expectations of lenders and borrowers also play
an important role in shortrun trends in interest rates. Consequently,
the growing belief in the summer of 1958 that the recession had come
to an end and that strong recovery was underway undoubtedly con-
tributed to the sharp turnaround in interest rates. The developments
in credit markets that had occurred in 1955-57 were still fresh in the
minds of investors; it was natural that they would attempt to “beat |
the trend” by disposing of debt obligations. Their attempts to do so
undoubtedly tended to push interest rates upward at a relatively rapid
pace.

Interest rates may also be influenced significantly by expectations
as to trends in the future value of the dollar. When investors in
general are convinced that prices of goods and services will rise in
the future, they will understandably be reluctant to tie up their funds
in debt obligations especially for relatively long periods of time.
Instead, they tend to search out investments that will rise in value
as prices go up. They will, therefore, be increasingly attracted to
common stocks, real estate, and other assets that appear to possess
some degree of “inflation hedge.”

The belief that future inflation would occur—while mistaken, in
my judgment—gathered strength in the latter half of 1958. This
probably resulted in part from the rigidity of prices during the reces-
sion, despite the fact that unemployment rose to a postwar high, in
part from the relative brevity of the recession and the apparent
strength of the recovery movement, and in part from the belief that
inflationary pressures would be strengthened by the unprecedented
excess of Federal expenditures over receipts in a period of expanding
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business activity. Rightly or wrongly, these expectations tended to
reduce the flow of savings into credit markets and to increase the flow
into equities and real assets. This judgment is supported by the level
of yields on high-grade common stocks as compared with Government
securities and high-grade corporate bonds, and by the upward pres-
sures on prices of urban and farm real estate.

Finally, it is recognized that flexible administration of monetary
policy involves restraint during periods of expanding business
activity and ease during recessions. Monetary policy since the
“accord” has been flexibly administered, and it is my judgment that
these policies have played an important part in promoting economic
stability. The timely application of appropriate monetary actions
is indispensable in our attempt to achieve a high and sustainable rate
of economic growth.

The rapid business expansion that began in the late spring of 1958
called for a shift away from the strongly expansive monetary policies
of early 1958 toward a policy of mild restraint. It was not until
August 1958, however, that the Federal Reserve signaled such a shift
by mncreasing discount rates. In the ensuing mon?hs, the high levels
of member bank “free reserves” (excess reserves less borrowings from
Federal Reserve banks) were gradually worked down. This helped
to promote a monetary and credit environment more suited to the
rapidly expanding level of business activity and the upsurge in the
demand for credit.

It is possible that interest rate levels would be lower today if the
Federal Reserve had pursued a less restrictive policy during the past
year. But even if this had been the case, the lower rate levels could
have been achieved only at the cost of fostering inflationary pressures,
which in turn would endanger the sustainability of the business ad-
vance and increase the possibility of later reaction.

The basic fact is that rising interest rates are characteristic of a
healthy, expanding economy. Moreover, in a free market economy,
subject to general controls over the quantity of credit through appro-
priate central bank actions, higher interest rates can be viewed as a
price that must be paid to promote economic stability. We must
clearly understand that the alternatives are to hold interest rates to
artificially low levels by inflationary expansion of the money supply,
or by subjecting the economy to a straitjacket of direct controls. In
my judgment, neither of these alternatives is acceptable.

Question 3. What is the reason for the flight of money from bonds to
stocks?

Answer
The preference of many investors for equities over bonds that has
become apparent during the past few years has not, in my judgment,
been so extreme as to be appropriately referred to as “a flight of
money from bonds to stocks.” .
Phrases such as the “flight of money from bonds to stocks” fre-
uently lead even informed observers to forget the realities of our
anclal organization and the environment in which it operates. One
of these realities with respect to bonds and stocks stems from various
institutional and tax factors that create different markets for debt and
equity instruments. Only a few investor groups are able to move
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freely from stocks to bonds and then back again. Banks and life
insurance companies, for example, are minor purchasers of common
stock. This is also true of State and local retirement funds. The
larger individual investor, on the other hand, tends to restrict his.
operations in bonds to the tax-exempt area. Nevertheless, for inves-,
tors with freedom of movement and within institutional limitations
for others, this increased preference for stocks has been pronounced. . ;
One significant measure of the preference for stocks over bonds is
the existing relationship between stock and bond yields. Yields on’
common stocks normally are higher than those on high-grade bonds,
reflecting the fact that bonds possess less risk as to principal and in-
come. However, yields on common stocks have for several months
been lower than those on outstanding, high-grade corporate bonds.
For example, in mid-October the dividend price ratio of 500 common’
stocks, computed by Standard & Poor’s Corp., was only 3.26 percent.
This contrasts with an average yield at the same time on the highest
rated corporate bonds (Moody’s Aaa) of 4.56 percent. )
The preference for equities 1s related in part to the growth prospects
in the economy as a whole and also in particular industries. Moreover,
the rising popularity of stocks since early 1958 may reflect the favor-
able profit prospects of industry in general. In addition, laws and
regulations concerning the investments of various institutions have
been liberalized in the postwar period, permitting many institutional
investors that formerly were limited primarily to debt instruments
to invest a portion of their assets in equities. o
Although these factors have been important, the apparently growing
conviction in recent years among many investors that the purchasing
power of the dollar might decline further (discussed in the reply to
question 2) has undoubtedly been an important factor in the recent
trend toward stocks. Inflation diminishes the real value of the interest
payments and principal of fixed-dollar investments. Common stocks,
on the other hand, are widely believed to possess a built-in hedge
against a rising price level. It is, therefore, only natural that those in-
vestors in free financial markets who have a choice would turn increas-
ingly to equity investments if they believe that future inflation i
likely. ,
‘Question 4. Do you have any evidence that people have saved any
larger percentage of their incomes when interest rates were high
than when interest rates were low?

Answer .

An adequate flow of saving is an essential requisite if our economy
is to remain strong and realize its full growth potential. This flow
of savings is dependent on the voluntary decisions of millions of indi-
viduals. The willingness of individuals to save is, of course, continu-
ally influenced by many factors other than the expected interest re-
turn. Among these are the current and anticipated level of income, al-
ternative uses for funds, and some assurance that the purchasing power
of the dollars placed in the reservoir of savings will be reasonably
maintained.

A statistical comparison between the rate of saving and only one
of the many factors which influence saving—the expected interest re-
turn—is deceptive. During World War ﬁ, for example, substantial
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savings were accumulated despite low interest rates since there were
no alternative uses for the funds. With strict Government controls
materials were not available for new housing, consumer durable goods,
plant and equipment, highways, or schools. Immediately after the war
the rate of saving dropped, despite some increase in interest rates, be-
canse of the accumulated backlog of uses for funds and greater availa-
bility of materials to satisfy consumer needs. In recent years indi-
viduals’ liquid savings have tended generally to increase along with a
higher interest return.

There are clear indications of a growing public awareness of com-
parative rates of earnings on different types of investments and
sharper competition for the savings dollar by various types of finan-
cial institutions. The substantial postwar growth of savings and
loan associations, for example, can at least in part be explained by
the relatively-higher return paid on shares in these institutions.

To meet the tremendous investment needs of the years ahead the
flow of funds into all savings channels must continue to increase if
resort to excessive bank credit expansion is to be avoided. The ex-
pectation of an adequate interest return will be an important con-
tributing factor in attaining this objective. The effect on savings
incentives of a higher interest return operates not only directly
through the rates paid by savings institutions to depositors, but also
indirectly through more complete insurance protection and more ade-
quate retirement benefits per dollar saved.

This does not mean that any specific level of interest rates must
be maintained in order to bring forth the necessary flow of savings.
Higher interest rates as such have never been an objective of either
monetary or debt management policy. As long as we can maintain
public confidence that the purchasing power of the dollar will remain
relatively stable, I firmly believe that an adequate flow of saving will
continue within the range of interest rates we can reasonably antici-
pate in our free financial markets.

Question 6. What is your understanding of what the main problem. is
at the present time that the Fed is trying to solve by its present
money policy? '

Answer

Qur economy, as we all know, is subject to periodic variations in
economic activity in the form of business cycles. Ideally, of course,
we would all prefer to live in an economy in which our national out-
put increased without credit stimulus or restraint year by year at a
relatively constant rate sufficient to maintain effective use of our
available productive resources within the framework of a stable
price level. As a practical matter our economy does not behave in
this ideal manner.

Our Nation has had frequent periods of expansion characterized
by unusually rapid growth of output. At such times a general exu-
Lerance gradually pervades the economy. Demands for credit steadily
riss—for inventory accumulation, for purchase of consumer durables,
for public as well as private capital expansion. The use of available
human and material resources approaches a practical maximum. In-
flationary pressures mount and the general expectation of price rises
grows. If some measure of Government restraint is not applied there
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1s a danger that the expansion of prices will begin to feed upon itself.
As the expectation of inflation becomes more pervasive, actions are
taken which tend to make the pressures cumulative. Eventunally, in
the absence of proper restraints, the process can result in a crisis and
severe liquidation or depression. If that occurs the monetary stimuli
which are available in our free economy may become largely ineffec-
tive and a prolonged period of adjustment becomes inevitable before
confidence 1n the future is restored.

The real problem of the Federal Reserve, therefore, is to meet this
challenge—to time its credit actions of restraint and stimulus in such
a way as to avoid excessive business expansion and overly severe
adjustments. The real danger is not that credit restraint by the
authorities will cause a severe recession, but rather that the failure to
use adequate restraint will result in credit excesses and inflationary
price increases which will make a severe economic adjustment almost
inevitable.

At the present time we are in a period of economic expansion which
calls for a policy of appropriate credit restraint. Planned business
investment as well as consumer expenditure has been rising steadily.
When the temporary effect of the steel strike dissipates, most observers
assume these demands for resources will accelerate. Although prices
have remained relatively stable thus far, the potential for further
increases is evident.

This then is the time when appropriate credit restraint is most vital.
We are enjoying prosperity. Our prices have changed only slightly.
Credit expansion has not yet become excessive. The immediate prob-
lem of the Federal Reserve, consequently, is to hold the line, to keep
our economy on this steady course, and to keep our growing pros-
perity from developing into an excessive credit boom by applying
appropriate credit restraint now before excesses develop and cumulate
into a needlessly severe business adjustment.

Question 6. Is it your understanding that the main impact of mone-
tary policy is through interest rates or through the amount of
eredit available?

Answer

Monetary policy influences economic activity by affecting both the
cost and availability of credit. Opinion among monetary economists
1s divided as to the relative weight of the two factors.

In some credit markets, the availability of credit is undoubtedly a
much more important factor than the interest rate as a means of
allocating a limited volume of funds among borrowers. Some lenders,
for a varlety of reasons, change their lending rates infrequently. As
the demand for credit builds up relative to the available supply, they
become more selective in their choice of credit risks rather than in-
creasing rates.

Moreover, certain borrowers are relatively insensitive to relatively
small changes in interest rates. This is particularly true with respect
to individuals’ borrowing to purchase durable consumer goods such as
automobiles; relatively small changes in interest rates on these loans,
which are usually repayable in installments, do not significantl y affect
the size of monthly payments. Availability of credit is particularly
important to individuals desiring to purchase homes financed by Gov-
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ernment guaranteed or insured mortgages, on which interest rates are
subject to legal maxima.

On the other hand, there is reason to believe that the demand for
credit on the part of marginal borrowers is affected significantly by
the level of interest rates. (Marginal borrowers are those whose deci-
sions as to whether they obtain Ioan funds or not are less urgent, or
who seek to finance projects that are marginal as to ; otential profit-
ability or public need.) In addition, experience indicates that the
level of interest rates at a given time, coupled with expectations as to
the probable trend in rates, influences the timing of borrowing opera-
tions. During periods of credit stringency and high interest rates in
recent years, many prospective borrowers have temporarily or indefi-
nitely postponed borrowing operations to await lower interest rates
in the future. '

These considerations support the view that the impact of monetary
policy works through both cost and availability of credit. In recent
years, somewhat greater emphasis has been placed on availability
rather than cost. There is no way, however, of determining which
may be the most important factor.

Question 7. How much has the cost of living increased in the last 18
months? ‘

Answer

Between March 1958 and September 1959, the consumer price index
(sometimes referred to as the “cost of living index”) rose from 123.3
to 125.2, an increase of about 115 percent. ’

Question 8. And what s the present interest rate on 91-day Treasury
bills?

Answer
The average issuing rate for the latest issue of 91-day Treasury
bills (issued October 29, 1959) was 4.022 percent. : .

Question 9. (Omitted.)

Question 10. Is the difference accounted for by a greater demand for
savings? :

Question 11. Is it accounted for by investors’ ewpectations of infla-
tion?

In view of the fact that question 9 was omitted, questions 10 and 11
are not relevant. : '

Question 12. Do you think that the administration’s massive verbal
attack on inflation, its constant warnings that inflation is coming,
could be the whole cause of the need to remove the interest rate
ceiling ? . :

Answer . » _

No. Expectations of inflation, as noted earlier, have contributed
to the increase in interest rates during the past year. Those expecta-
tions, however, have arisen basically from the pressures of denr_land
stemming from the Federal deficit and the rapid recovery of business
activity—not from any official statements on the dangers of inflation.

Therefore, the need to remove the 41j-percent interest rafe ceiling’
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stems ‘primarily from more fundamental factors of credit demand
and supply.

- The very existence of the 43/4-percent ceiling is a factor working
toward inflation in the minds of investors and students of debt man-
agement policy at home and abroad. Dissipation of inflationary ex-
pectations would tend to reduce pressures on interest rates and re-
moval of the 414-percent ceiling would tend to permit sales of Treas-
ury securities at a lower rate of interest on average than otherwise
would be possible.

The progressive deterioration of the value of the dollar during the
past 20 years is a cause for serious concern. Moreover, to the extent
that the pressures of demand in business recovery are pressing
against the availability of our economic resources, the Government
has a responsibility to explain the dangers of inflation and to foster
sound fiscal, debt management, and monetary policies that will help
contain inflationary pressures. It is precisely at the stage of the
business cycle when recovery merges into a strong prosperity that in-
flationary pressures tend to be generated. Increases in price levels
tend to lag behind the basic pressures of demand for goods and serv-
ices that give rise to them. To wait until prices actually start to rise
before taking actions to forestall inflation is to wait until the situation
is much more difficult to cope with.

In my opinion, the fear of inflation that seems to have taken hold
during the past year is not something of very recent origin; on the
contrary, it has been building up throughout the postwar period.
This conviction appeared to reach a peak last summer—several
months before the administration actively began to warn against the
dangers of future inflation—when the public suddenly realized that a
Federal deficit of over $12 billion would have to be financed within the
framework of strongly rising business.

I have said a number of times that I believe that the conviction
that future inflation is inevitable is a mistaken conviction. I still be-
lieve it is mistaken, and I am very much heartened by the determina-
tion of the Congress and the administration to achieve a balance in
the Federal budget for fiscal 1960. This determination has resulted
in a dampening of the so-called inflation psychosis.

But we must continue to demonstrate our determination to pursue
sound financial policies, not only with respect to the budget, but in
debt management and monetary policy as well. Under current condi-
tions this requires freedom for Federal Reserve authorities to admin-
ister flexible policies, and it requires removal of the 41/-percent ceiling
on new issues of Treasury bonds. These actions will permit the con-
tinued concerted use of all three major instruments of Government
financial policy toward the end of promoting continuity 'of employ-
ment opportunities, a high and sustainable rate of economic growth,
and reasonable stability of price levels.

Question 13. Do you think that investors’ fear of inflation is substan-
tionally justified by the facts?
Answer ‘

I want to repeat that, in my judgment, the belief that future infla-
tion is inevitable is a mistaken conviction. The forces promoting
inflation are subject to human control. To avoid inflation, we need
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only to demonstrate our willingness and determination to exercise dis-
cipline in our public and private affairs.

In view of developments during the past 20 years, it is not sur-
prising that some investors have shown concern over the future value
of the dollar and, as a result, have turned from Government securities
and other fixed-dollar obligations to investments that are believed to
possess some degree of “inflation hedge.” It is sometimes pointed
out that most of the inflation of the past two decades was the result
of either World War II or the Korean war; this is correct. How-
ever, the increase of more than 8 percent in both retail and whole-
sale prices during the past 4 years is not the result of those forces.
Our Government spending for national security is very high, but it is
not in any sense a temporary wartime situation: it is a way of life
of national preparedness which has been with us for years and will
probably continue to be for some time.

We must do better en inflation control in the future if we are not
to experience a loss of confidence in our currency and increasing in-
vestor preference for equities as opposed to Government and other
fixed-dollaxr securities.

Is investors’ fear of inflation substantially justified by the facts?
One might disagree as to what the relevant facts are with respect to
probable trends in price levels, and it is reassuring to note that there
now appears to exist, both in this Nation and in the world as a whole,
a better balance between overall demand and supply for important
commodities. Moreover, it seems probable that much of the exces-
sive liguidity built up during the Second World War has been dissi-
pated, either through increases in output or prices. These develop-
ments imply that in the future we can achieve significant success in
promoting stable prices if we are only willing to pursue appropriate
policies.

These developments may tend to promote greater confidence in the
dollar, but it is probable that investors will continue to pay consider-
able attention to the manner in which the Government conducts its
financial affairs. Sound financial policies must proceed on three
broad fronts: fiscal policy, debt management policy, and monetary
policy. As noted in the reply to question 12, the determined efforts
of the Congress and the administration to achieve a balance in the
budget for the current fiscal year have already tended to dampen the
“inflation psychosis.” Moreover, monetary policy has been flexibly
and appropriately administered during this period of high and rising
business activity. It remains to be demonstrated, however, whether
Congress will furnish the Treasury with the necessary tools for sound
and noninflationary management of the public debt. This action,
involving removal of the ceiling rate of interest on Treasury bonds,
would be an important step in helping to convince investors that we
have the knowledge and the will to maintain the purchasing power
of the dollar.

In short, investors’ fear of inflation need not be justified by the
facts, nor by future events. But we can be assured of this only if
we are willing to act responsibly, to exercise discipline and restraint
in government, in business, and as individuals.
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Question 14. Many of the newspapers and magazines have been carry-
ing ads placed by the insurance companies and others which say
“Help Fight Inflation,” or “Inflation Shoots Holes in Every-
body’s Pocket,” and so on. Do you know whether or not the
cost of this advertising is tax deductible as a business cost of
these corporations?

Answer

For many years the cost of institutional advertising has been al-
lowed as a deductible business expense, if reasonable in amount and
if not_for purposes which have to do with the promotion or defeat
of legislation or political campaigns. Accordingly, expenditures by
insurance companies and others for institutional advertising which
presents views on economic, financial, social, or other subjects of a
general nature, are ordinarily deductible unless the advertising in-
volves lobbying or political campaign activities. The determination
of whether a particular advertising program falls within a proscribed
area necessarlly depends upon all the facts and circumstances of each
case. For this reason, it is not possible to state categorically whether
the costs of the particular items cited in your question are deductible
by the taxpayers involved.

Question 15. Why is it the Treasury thinks that the debt should be
lengthened?

Answer

One of the important goals of Treasury debt management is to
promote a balanced structure of the public debt, both in terms of the
types of securities outstanding and their holders. Implicit in such a
balanced debt structure is a maturity distribution that provides flexi-
bility to the Treasury and at the same time avoids a bunching of
maturities, particularly in the short-term sector.

It is only in this way that the Treasury can raise the funds which.
are necessary for its operations, keep the interest cost on the debt to
a practicable minimum, provide investments which are suitable for
widely varying investment needs, and utilize debt management so as
to reinforce budget and debt management policies to promote sus-
tainable economic growth with stable prices.

There is, of course, no “ideal” structure of the public debt which
we can seek to achieve. Changing economic circumstances and chang-
ing investor attitudes, variations in the availability of alternative
investments, changes in liquidity needs of the economy, long-term
trends in savings—all of these factors influence Treasury debt man-
agement. Nor can the Treasury fail to recognize that it has to work
with a debt structure which exists as of a given point of time. The
present structure of the debt is an institutional fact and the Treasury
must build from there.

The public debt on October 31, 1959, consisted of $1871% billion of
marketable obligations—Treasury bills, certificates, notes, and bonds
that are negotia%le and are freely traded in the Government securities
market—and $104 billion of nonmarketable securities. The structure
of the marketable debt, through which Treasury policies have an
immediate effect on the money and capital markets, is described more
fully below.
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The nonmarketable debt includes $4934 billion of U.S. savings
bonds, consisting of $4214 billion of E- and H-bonds, which are held
by tens of millions of Americans, and $7%4 billion of the older types of
savings bonds (series F, G, J, and K) which are no longer being sold.
Even though until recently the volume of E- and H-bonds has been
growing steadily throughout the postwar period, the total amount of
savings bonds outstanding has been declining for several years be-
cause of the redemptions of the discontinued series. The major rea-
son for congressional action in September in raising the 3.26 percent
ceiling on savings bond interest rates to 4.25 percent was to permit
the terms of E and H savings bonds to be improved. It is hoped
that the recent improvement in terms on these bonds will help rein-
vigorate the savings bond program and thus contribute to achieve-
ment of better balance in the debt structure.

Over $4314 billion of the nonmarketable debt is in the form of spe-
cial issues to the various Government agencies and trust funds which
are primarily invested in these special issues in accordance with the
legal requirements for each fund or account. The substantial increase
in holdings of these trust funds and agencies throughout the postwar
period until recently has been of tremendous assistance in helping the
Treasury to achieve a better debt structure. Most of these trust fund
investments represent the reinvestment of individuals’ savings placed
in social security, veterans’ life insurance, postal savings, railroad re-
tirement, and Government employees’ retirement funds. In the last
fiscal year, however, Government investment account holdings of
Government securities declined by $114 billion, in contrast with an
average annual increase in the 12 preceding fiscal years of more than
$2 billion.

Consequently, the Treasury’s efforts to sell more of its securities
directly or indirectly to savers—thus minimizing the reliance on bank
borrowing—have recently been less successful, both with respect to
savings bonds and trust fund issues. Moreover, the volume of Treas-
ury nonmarketable investment bonds outstanding, totaling approxi-
mately $8 billion at the end of October, has been declining by about
$1 billion a year as investors have either redeemed these securities for
cash, or, on the larger of the issues, converted into 5-year marketable
notes.

The substantial net decline in outstanding nonmarketable securities
has resulted in a relatively rapid rise in the marketable debt. It isin
managing the marketable debt that the Treasury has its major discre-
tion in promoting a sound debt structure. Moreover, the primary
impact of Treasury debt operations on money and credit markets
arises from the way the marketable debt is handled.

The marketable debt, which totaled $18714 billion on October 31,
is heavily concentrated in relatively short maturities, with 75 percent
of the issues maturing within 5 years and 40 percent within 1 year.
The liquidity needs of the economy no doubt will support a substantial
volume of short-term debt because of the large, active, and continuous
demand for short-term securities from investors outside of the bank-
ing system. Corporations, State and local governments, foreign ac-
counts, and many other investors employ their short-term funds in
this manner. Almost 60 percent of our under 1-year debt, therefore,
is held outside of the commercial banks and the Federal Reserve
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banks—a larger percentage than in any other country of which we
are aware. . _

" These liquidity needs will grow as the economy expands, but there
is little fear that this expa.nging need for short-term securities will
not be met, since the passage of time brings more and more of the
marketable debt into the under 1-year range. The problem is quite
the opposite: if the Treasury were to issue only under 1-year securities
to replace maturing issues between now and December 1960, the $76
billion of under 1-year securities outstanding on October 31 would
rise to over $100 billion by late 1960. By the end of 1962 the under
i-year debt would exceed $140 billion if 1-year or under borrowing
were exclusively relied upon.

The problem of keeping the under 1-year debt from growing ex-
cessively is complicated by the heavy concentration of maturities in
the 1- to 5-year range, which have grown from $33 billion at the end
of 1953 to approximately $65 billion on QOctober 81, 1959. Thus the
major task confronting the Treasury is to transfer a substantial
amount of securities out of the 1- to 5-year range to longer maturities.
This will be difficult, inasmuch as more than $10 billion of securities,
now with more than 5 years’ maturity, will tumble into the 1- to 5-
yfear range within the next 3 years simply as a result of the passage
of time.

The case for debt lengthening is also strongly supported on eco-
nomic grounds. The excessive issuance of short-term debt at any
time tends to increase inflationary pressures. This may not create
any problem when demands for funds are relatively low in propor-
tion to the current flow of savings. However, an undue dependence
on short-term debt during periods of economic expansion increases
the potential monetization of the debt since short-term securities are
very close to money in terms of liquidity and involve a minimum of
market risk. , . ’

Short-term issues are well suited to the investment requirements of
commercial banks; consequently, there is a much greater chance that
inflationary increases in the money supply will occur as banks create
deposits in their operations as residual buyers of short-term Treasury
issues. Conversely, longer term Treasury securities—particularly
those with maturities of 10 years and longer—are more attractive
to savings institutions, pension funds, and other institutions that
invest a large portion of the savings of the public. To the extent
that these institutions buy new Treasury issues, there is no growth
in the money supply. ,

‘Savings institutions and other investors that buy long-term bonds
are seeking investments to hold in order to obtain a longrun interest
return. On the other hand, many nonbank purchasers of short-term
issues are simply investing temporarily idle funds; they intend to
liquidate the securities later in order to spend the proceeds for goods
and services (e.g., business inventories, new plant and equipment),
meet tax payments, or to take advantage of more favorable invest-
ment opportunities. They do this because any capital loss incurred
in shifting from a short-term issue to cash during a period of strong
business activity is likely to be much less than if they had purchased
longer term securities, whose prices tend to fluctuate over wider
ranges than short-term issues.
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This is what is meant by saying that “short-term securities are only
a step away from being money.” The holder can either sell the
security in the market at a price close to its maturity value or wait for
it to mature within a few weeks or months, in order to obtain funds
for spending. Consequently, there is a much greater danger of a
large and rapid shift from short-term securities to cash than from
long-term securities to cash. Stated differently, the existence of a
large volume of short-term Treasury debt reflects a high degree of
liquidity in the economy; individuals and institutions are in a much
better position to transfer these securities into cash, and spend it for
goods and services—thereby augmenting inflationary pressures—than
if more of the Treasury debt consisted of firmly held long-term
securities.

When and if liquidation of short-term securities by temporary
holders takes place, the inflationary impact of the shift is magnified
to the extent that they sell the securities to commercial banks, inas-
much as bank purchases tend to increase the money supply. How-
ever, spending may expand rapidly even though banks do not pur-
chase large amonnts of the short-term securities liquidated by other
market holders. As short-term interest rates rise, individuals and
institutions with relatively large idle demand deposits in commercial
banks may purchase the short-term issues. These demand deposit
balances, previously idle, will be transferred, in effect, to individuals
and institutions who use them for spending. This means that the
velocity of money—or its turnover—tends to increase, thereby stimu-
lating inflationary pressures in much the same way as an expansion
n the money supply.

The Jarge flotation of short-term Treasury issues growing out of
the $12.5 billion deficit during the past fiscal year has not as yet
exerted strong inflationary pressures; these issues were largely taken
up by business corporations which were experiencing rapid growth
in liquiditv as profits rose from recession lows. However, as business
activity advances, a point is likely to be reached where corporations
will be seeking funds to invest in inventories and plant and equip-
ment. They may, at that time, tend to shift from net buyers to net
sellers of short-term Treasury securities. In the absence of a current
budget surplus, heavy liquidation of these securities would place
additional pressure on the Government securities market and further
complicate debt management. The spending of the funds would
stimulate inflationary pressures in the economy.

In many ways, therefore, the tendency toward a steadily growing
short-term debt is one of the most, important debt management prob-
lems confronting the Treasury. The only way to cope with the prob-
lem 1is to continue to sell infermediate and longer term bonds at every
reasonable opnortunity. Under current conditions, of course, the
41/ percent, ceiling on new Treasury bond issues forces the Treasury
to confine its market borrowing almost exclusively to the less than
5-year range.
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Question 16. Is it the Treasury’s policy to manage the debt in ways
to help out in economic stabilization, or s it the policy to try to
obtain the lowest interest cost without respect to economic
stabilization?

Answer

Promotion of sustainable economic growth with stable prices and
minimization of interest payments on the public deft are both im-
portant objectives of Treasury debt management. When these two
objectives come into conflict, however, economic stabilization must.
be given a higher priority thun minimization of interest costs.

A number of observers believe that the primary or sole objective
of debt management should be to promote sustainable economic
growth with stable prices by countering inflationary and deflationary
pressures in the economy. They argue that the Treasury should
rely heavily on issues of long-term bonds during periods of economic
expansion and on short-term financing during periods of economic
contraction,

It would be impossible to adhere strictly to this approach in prac-
tice, nor would it be desirable to do so.

One important practical consideration arises from the overriding
need for the Treasury to meet the Government’s fiscal requirements.
Under some circumstances, a pressing need for cash may force the
Treasury to market short-term issues, for which there is usually a sub-
stantial demand (but often at rising rates), even though spending in
the economy may be rising rapidly relative to productive capacity.

Moreover, as is emphasized in the reply to question 15, the constant
shortening in maturity of the public debt, as a result of the passage
of time, means that the Treasury must take every reasonable oppor-
tunity to issue long-term securities. Otherwise, more and more of
the marketable debt would tumble into the short-term range. Fre-
quent and large maturities of Treasury securities complicate both
debt management and monetary policy.

Within the limits imposed by these and other important practical
considerations, the Treasury does attempt to minimize reliance on
short-term financing during periods of expansion, and it also attempts
to handle its financing in a recession in a manner that will contribute
to balance economic recovery.

During a period of rapid business expansion, the opportunities for
selling substantial amounts of long-term securities are limited. And,
in any event, large-scale reliance on long-term issues would contrib-
ute to sharp increases in long-term interest rates and a marked de-
crease In the availability of credit for homebuilding, business expan-
sion, and State and local government projects. Some dampening of
spending in the private sector during a period of rapid business ad-
vance is desirable, but a moderate approach to such dampening is
clearly desirable.

During a business recession, declining interest rates and rising
bond prices would seem to provide an excellent opportunity for sub-
stantial sales of long-term Government securities. Aggressive issu-
ance of long-term securities at such time, however, would 1un the risk
of aggravating recessionary forces by absorbing too large a portion
of the available supply of long-term credit, thereby reducing the
amount of funds avaﬁable to support homebuilding, business expan-
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sion, and State and local government projects. On the other hand,
exclusive reliance on short-term financing would contribute to a large
buildup of near-term maturities, which might have to be refinanced
in a period of rapid business recovery.  Moreover, the liquidity rep-
resented by the increase in short-term debt might unduly complicate
public policy actions to promote sustainable growth with price sta-
bility during the succeeding business expansion.

One method of reconciling the conflicting debt-management objec-
tives during a recession is to rely heavily on new Government security
issues of intermediate-term mafurity. Such issues tend to be bought
by commercial banks in their attempts to bolster earnings in the face
of a slackening loan demand and falling interest rates. As banks
purchase these obligations with reserves made available by an expan-
sive monetary policy, bank credit and the money supply tend to grow,
thereby helping to counter recessionary pressures. pr,7 in a later pe-
riod of business expansion, interest rates rise and market values of
these intermediate-term issues decline, the continued holding of the
obligations would become more attractive to banks in order to avoid
taking losses. This would help reinforce a monetary policy designed
to prevent total spending in the economy from rising to an
unsustainable pace.

Consistent with this approach, the Treasury marketed only $3.5
billion of truly long-term bonds (over 10 years maturity) in the last
9 months of 1957 and the first half of 1958, a period of business reces-
sion. Of the remaining $39.3 billion of new marktable issues, $17.3
billion consisted of securities maturing in 4 to 10 years. Banks sub-
seribed heavily to these new issues (they also bought substantial
amounts of existing Government securities in the market) ; their total
loans and investments expanded at a rapid rate; and, as aconsequence,
the money supply grew at a very high rate. This growth in the
money supply was a major factor tending to cushion the recession and
to provide a financial atmosphere conducive to business recovery.
Furthermore, the large volume of intermediate-term issues that were
marketed contributed significantly to a lengthening in the average
maturity of the debt.

The support provided by debt management to antirecessionary poli-
cies is also demonstrated by the net changes in ownership of Govern-
ment securities between November 1957 and June 1958. ~ During this
period, the Treasury’s net borrowing from investors other than Gov-
ernment investment accounts amounted to $1.8 billion. Federal Re-
serve banks and commercial banks together added $8.9 billion to their
portfolios of Government obligations, and private nonbank investors
liquidated $7 billion of the securities. This shift of securities from
nonbank investors to the banking system played an important part in
the expansion of liquidity and money supply that contributed to
economic recovery.

During fiscal year 1959, a period of strong business recovery, Treas-
ury issuance of an appropriate volume of long-term securities was
complicated by several factors. One of the most important of these
comlicating factors was the impact on credit markets of the record
peacetime Federal deficit of $12.5 billion. In addition, rising demands
for credit in the private sector of the economy exerted strong pressures
on credit markets. Until recently, a disturbing—but, in my judg-
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ment, mistaken—view that inflation is inevitable has tended to narrow
the market for long-term debt instruments. Furthermore, in recent
months the existence of a statutory ceiling of 414 percent on new
issues of over 5-year securities has prevented the Treasury from selling
new long-term 1ssues.

Despite these complicating factors, the deficit was financed in a
manner that helped to minimize growth in the money supply. During
the fiscal year, the Treasury’s net borrowing outside of Government
investment accounts totaled $9.7 billion. The Federal Reserve banks
and commercial banks combined liquidated $3.3 billion of Govern-
ment securities, and private nonbank investors added $13 billion to
their holdings.

The second part of the question refers to minimization of interest
costs as the major goal of debt management.

Economical borrowing is an important goal of Treasury debt man-
agement. The Treasury does not agree with the view that Interest pay-
ments on the debt are of no real significance for the economy as a
whole, inasmuch as they are not exhaustive in terms of economic re-
sources but merely represent transfers from taxpayers to bondholders.
The transfer is hardly frictionless; it involves additional Government
expense, a considerable degree of taxpayer irritation, and—perhaps
of primary importance—a significant effect on incentives in the private
sector of the economy.

On the other hand, the significance of the interest payment on the
public debt—now estimated at about $9 billion per year—should not
be overstressed. The average rate paid is still only about 814 percent,
and the total amount of interest is only about 21/ percent of current
national income—not much higher than 20 years ago and somewhat
lower than in the years 1946-50. Moreover, about 30 percent of the
interest on the public debt is paid on securities held by the Federal
Reserve banks—of which almost 90 percent is returned to the Treasury
in taxes—and on securities held in Government investment accounts.
In addition, a substantial portion of the interest paid on securities held
by commercial banks and business corporations is recouped by the
Treasury through the 52 percent income tax which applies to these
investors.

Although Treasury interest rates are higher now than for a number
of years, the rates are among the lowest for any central government
in the free world. Both here and abroad interest rates have risen sub-
stantially during the entire postwar period in those nations which
rely upon free market processes and effective monetary and credit
policies for promoting economic stability.

Too much emphasis on minimizing interest costs as a goal of debt
management can easily lead to longrun difficulties. One of the major
dangers is that excessive use will be made of short-term securities, on
which the interest rate is usually lower than on longer term issues.
This can lead to a piling up of short-term debt which, in the long run,
might severely complicate debt management and monetary policy.
Also, experience has clearly demonstrated that reliance on money crea-
tion to prevent interest rates from rising during a period of strong
business activity can only result in inflation. The goal of holding down
interest charges on the debt cannot be allowed to take precedence
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over the important objectives of promoting sustainable econgmic
growth wijth stable prices,

In summary, the Treasury attempts to manage the public debt, in a
manner consistent with the attainment of our basic economic goals
and, insofar as possible, actively to promote these ohjectives. The
extent te which fhis is pgssible is affected by several jmpartant prac-
tical considerations, one of the most important of which is the press-
ing need for achieving some lengthening in the maturity of the deb,
During a recession, both debt, Jengthening and economic recoyvery can
be promoted hy offering new secyrities of intermediate term, which
banks may pyrchase with the additiong] reserves made available
through an expansive monetary policy. During a period of business
expansion, there is o marginal preference on the part of thg Treasury
for long-term financing, byt sugh financing canngt be carried too far
because of its effects on private credit markets and the availability of
long-term funds. The logical desire to hold down interest costs on
the public debt shonld not—and does not—interfere with other major
objectives of deht management,

Question 17. Whag ¢riterig does the Treasury use for determining
- when to issue long-term debt and when to issue short-term debt?

Answer

As is pointed out in the replies to questions 15 and 16, the imbalance
in the debt strueture, coupled with the inflationary pressures in the
sconomy, currently justifies the sale of intermediate- and long-term
securifies at every reasonghle opportunity.

Specific griferia consideyed hy the Treasury in deciding whether to
offer securities of longer matupity in a particular fingpeing include
such factors as the performance of the Government securitjes market
in its varjous maturity sectors, as reflected in the market pattern of
interest rates on outstanding issues as wel as other eyidenge of relative
scarcity op congestion of secnrifies jp particular maturity ranges;
the fufure financing requirements gf the Treasury, in terms of cagh
needs, and refinancing maturing issues and potential advance re-
funding, which might, perhaps provide better oppartunities for debt
lengthening; the relative availability or lack of availability of short-
term issues to meet specific liquidity needs, sugh as taxpayments; the
strength of competing demands fgr fynds, as reflected in alterngtive
market investment oppertunitigs in mortgages, State and loeal gov-
ernment issugs, and corperate seeyrities; gnd the attitude of inyestors
as te debt securities generally yersus stocks and real estate,

It should be repeated that under eurrent conditions, of conrse, the
414 percent cgiling on new Treasury bond issues forces the Treasury
to confing its berrowing almost exclusively to the less than 5.year
range,

Question 18. Why didn’t the Treasury pay off its shovt-term debt and
- issue long-term bonds last yaar, ‘particularly in the first half of
last year, when Jlong-term rdtes wére low? ’

Answer

As pointed out in the reply to gnestion 16, a business recession would
seem to provide an exce]lent opperfynity for substantial sales of Jong-
term Government securities. It is generally agreped, hgweyer, that
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agpressive issuance of lofig-termh sécurities dt such time would rur the

risk bf dggravatifip rédessioniry forces by #bsorbing teo large a por:

tioh of the availdble supply of 161ig:-térm credit; thereby reducing the
amount of funids available to suppoit honiébuilding; business expan-
sion, and State and local goveriiment projects.

Th déed, the Treasury was criticized in soine quarters for the amount
of intermediaté: and lohg-téiin finandiiig that it did in the first half
of 1958. As i§ éniphasizéd in the dnswer to question 16, however, this
finanding twas heavily concentiated ifi interihedidte-térin iSsues, a
larga bortion of twhith wad purchised by corfitherciil barks rather
thin typical lorg-tertn ihvéstors. Less than $3 billion of long-tefm
(over 10-yéar) secufitibs Werg sb1d i thie first half of 1958.

Although fhifiimizgtion of ifiterést payrients oii the debt is an im-
portiiit objéctive of debt rhanagérietit; in & récession 1t ghould not take
précédence ovér the ritote iifiportait godl of findncing so s not to
iinpede baldncéd economic yecbvery and; insofat as possible; actively
to promote §iich recovery:

Question 18a. Does the Trepsury hidve i rind @7 approdimaté difiount
of debt which iwould beé shifted froii shori-téri to long-term if
thé interest raté ceiling, is répedléd? If 8o, can ot gwbe us dn
indication of ihat you think it 487

Answer

As is poitited dut in the reply to questibn 15; the liquidity needs of
giit econoiily can dbsorb & substahtial voluine of short-term debt.
Hotwever the 1- tb 5-yéar ririgs of Tréasury maturities is clearly over-
crowdsd; hiving incieased fromi $83 billiod &t the ehd of 1953 to $65
Lillioti &b the eiid of October 1959: We are; therefore; quité anxioéus
to move some of the 1- to 5-year maturities to longer maturity.

Althotigh we would hesitdte t8 spécify éxact figures; e believe
thit; after allowing for the extenision réquited to keep even simply
becauss of thé pigsage of tire; it Would be desirable to shift around
$20 billion of mattrities from the 1- to 5:year range to beyond 5 years.
Giveii 116 changs in the total marketabls and under 1-year debt, the
distribution of the markétable debt would then be ds follows: $76
pillion maturing in uider 1 year; $45 billion in 1 t 5 years; and $67
Billion in over b years. Such a distribution Would help significahtly
in easing debt management in the future and; in dddition; would re-
duce thé dangér of ad sxcessive biildup of liguidity in the écohomy
over time. ' )

In view of postwar éxperiencs; the shifting of this voluie of 1- to
5-year dabt to lohger maturities riight appedr to be an almost hope-
less task. Although the Treasury lias issued $4284 billion of debt
beyond 5 years since the end of 1933, thes passagre of timé has wholly
offset this éxtdngion, o that the over 5:year debt today is no lafger
than in 1953: Thus thé igsuance of the $42% billion of over 5-yéar
debt since 1953 has sérved to impeds debb shortening rather than to
result in debt lengthening.

There is one technique that the Treasury has been exploring
seriously, however, which promises to afford significant results in
debt lengthening, whenever the 41 percent ceiling is removed. Typi-

cally, new Treasury bond issues arise either from new securities sold
for cash or a new issue offered in exchange to holders of securities
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which are maturing within a matter of weeks. Many of these matur-
ing securities were originally long-term bonds, bought initially by
long-term investors such as indiviguals, personal trust accounts, life
insurance companies, mutual savings banks, or pension funds. When
the bonds approach maturity, however, most of these longer-term
investors have already liquidated their holdings and at maturitglthe
bonds are usually held largely by commercial banks or by nonfinan-
cial corporations or other short-term investors. Therefore, both of
the traditional methods of issuing long-term securities which the
Treasury uses—for cash or in a regular refunding—involve a substan-
tial amount of churning in the market as long-term investors seek
to raise the cash to pay for a new cash issue or to buy the maturing
issue which gives them the right to exchange for the new offering.

There is a third approach, however, to the problem of selling longer-
term securities to long-term investors, and it is an approach which we
believe would add materially to the Treasury’s ability to encourage
such investors to maintain investment in long-term securities. This
approach is characterized as “advance refunding.” It is a technique
which was used in the Canadian conversion loan operation last sum-
mer, whereby $6 billion of Dominion of Canada securities having
from 6 months to 8 years to run to maturity were exchanged for
securities with maturities ranging from 8 to 95 years—an operation
involving about 40 percent of that country’s national debt.

Because of fundamental differences in the financial systems of the
two nations, the U.S. Treasury has no intention of embarking on
such an ambitious program in attempting to solve our debt problems.
The basic thought behind the Canadian operation is sound, however,
and should be given careful consideration as to its possible application
in the United gtates in a much more limited way.

One of the many possibilities in this direction, when and if market
conditions are appropriate at some time in the future, is to offer new
long-term bonds to the holders of the large amount of 214 percent
bonds sold immediately before or during World War II.” Such a
new Issue, or issues, would be sold on terms that would be attractive
to the present holders and would permit the Treasury to do a sub-
stantial amount of debt extension on a straight exchange basis with
existing holders, and, therefore, with a minimum of effect on the
Government securities and capital markets. These are investors who
already hold substantial amounts of Government securities, We want
to keep them invested in Governments if we can.

The enactment of legislation in September, permitting the Secretary
of the Treasury to postpone recognition of gain or loss for tax pur-
poses on certain exchanges of (Government securities, represents a
major step forward in insuring the success of any such advance re-
funding. However, under existing market conditions the 41/ percent
ceiling on new Treasury bond issues prevents the Treasury from using
advance refunding to extend maturities beyond the 5-year range.
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Question 18b. Assuming that by mext year or the year after we may
have @ low-interest-rate policy again, what are the relative ad-
vantages and disadvantages of the Treasury’s confining itself to
short-term issues in the meantime, even though the short-term
rate goes to, say, 5%, percent?

Answer

Tt is true that large amounts of long-term borrowing by the Treas-
ury in a period when interest rates seem relatively high would ap-
pear to place a greater future expenditure burden on the Treasury
than borrowing short term at even high rates in the expectation that
debt could be lengthened during the next recession. However, the ap-
peal of selling significant quantities of long bonds when interest rates
are declining is illusory (unless all investors expect a depression
extending over many years), since the addition of a substantial new
supply of bonds could easily keep long-term-interest rates from fall-
ing at all and severely aggravate recessionary pressures.

Tnasmuch as the Treasury’s ability to sell long-term bonds in the
present environment is quite limited anyway, the immediate possibility
of such an alternative is not great. In the case of intermediate-term
securities the interest penalty on the Treasury of debt extension of
Jess than 10 years is, of course, less severe in ‘comparison with high
short-term rates. Even here the volume of debt extension possible
would tend to be small in comparison with the tremendous volume
of short-term securities which the Treasury will probably be issuing
in the future. In actual fact, the volume of short-term borrowing
will be by far the largest part of future financings. Furthermore
interest rates in the short-term area, with the pospective volume of
financing, are likely to be so high that the Treasury feels that it should
do whatever it can to accomplish modest debt extension in the inter-
mediate-term area to moderate further rises in short-term interest
rates.

As a practical matter the Treasury has to work with the present
structure of the debt and present interest rates. Deferring improve-
ments in the structure of the debt because of the possibility of lower
rates of interest in the future can lead to further deterioration in debt
structure, if interest rate expectations should prove fallacious. Sound
debt management calls for constant and unremitting efforts to im-
prove the debt structure. Intermittent efforts based on some hope
of a different rate stucture a year or two in the future would tend to
put debt management on a speculative basis.

Again, of course, the dollars and cents involved in interest costs
present only one of the factors which the Treasury must consider.
To reiterate, we must work along with monetary policy so that our
operations are consistent with the goal of sustained economic growth
with stable prices. Nor can we ignore our responsibilities in terms of
encouraging the largest financial market in the world—the Govern-
ment securities market to—operate in the most efficient manner in the
interest of the general public.
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Question 19, With reference to the lang-term issues of the last several
years, is it true that almgst all of these hque immediately gone to
a premiym after they were issued?

Answenr

Since 1952 the Treasury has issued marketable bonds running 10
years or more to maturity on nine separate occasions, involving seven
new issues and two reopenings of existing issues. On only two oc-
casions was the market price (closing bid quotation) qn thé new of-
fering more than eight thirty-seconds above the offering price. In
other”words, the market pricg of & $100 bond excepded $100.25 on its
1sgue date 1 only two cases. On the other occasions the new issue
sold at a premiym of less than eight thirty-seconds over its issue price
on 1fs issue date. In one instange the market price on issne date was
exactly the same as the issue price. In'the remaining four instances
the new issue was quoted in the market af a price below the issue price
on the issue date. - ‘ '

In terms of interest, rates the difference between the offering yield
and the market yield as of issue date was'1 basis point (one oné’hun-
dredth of 1 percent) or less i% six of the nine issues, and the entire
range of difference Was'from 92 basis points above on fthe most attrac-
tive issue to 4 basis points below on the least attractive issue. Meas-
ured by this standard, thereforg, it 15 apparent that the average error
m the Tregsury’s estimate of the markét was very close to zero if the
criterion is the markgt, price at isspe date.

Even this criferipn, however, presentg certain obvious difficulties
gince 1t assymes that the Treasury can price its securities recisgly on
their issue date, which is typically 10'days or more away fgom the an-
nouncement date of the issiie. Therefore in timés of rising interest
rates (and falling bond prices) a'new Treasury long-term isSue which
1s properly priced In the first instance may look quite attractive at
the timme of the offering but may lose some of its investor appeal by
the date on whicl it is issued. This is what happened, for example,
on both of the long-term bond issues thus far in 1959.

On the other hand, when bond prices are rising and interest rates

B

falling, an a,pprépmziiely priced Treasury long-term issue at the time

1t is announced may logk exceedingly atttractive by its issue date.
This is the reason the two lppg-tenngbbnds issued in éarly 1958 regis-
tered sizable premjums jn thd market by the time thejr issue date
approached. -

The term “exceedingly attractive,” however, can be used only with
relation to the original interest Tate offgred on the bond. It cannot,
be used with respect tg the market price behayior of the new issue in
relation to the marlket price behavior of similar issues that are already
outstanding since, of ‘course, these al] tend to move together. If they
did not, an investor would immediately sell the higher priced issue
and buy the lower priced issye in ordér to make a“quick profit. A
basic finction of any market js to iron out any such inconsistencies.
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Quastion 20. Does the fact that dn #ssué 13 imnttedidtely réselling at @
premiuth indicdte thut the thterést fate the Tredsiiry put on the
issue was oo high?

Answer

Ay issuer of securities; whether a corporation 8t & governméntal
\iriit,; miust pries its hew bonds b that they are dftractive to prospee-
tive purchiasets; otherwise the offering will fail: Investors have no
incehtive to buy 4 new issue tliat is not attrdctively prited as against
afiy niniriber of available outstahdin issues.

Qowie indupemsnt 18 dlss noesded o bring in those whe will unider-
takd thie risks of inderwriting dn issue in its gecondary distribution
{o the final ifvestors: The Tréasury doés rot pay ditect commissions
{6 its utidétwriters. Federal Govérmment agencies Which market
tHelP etwi sectirities, initerndatiofial institutibrsy and some foreign cen-
tiil goverhinents rely extensively on the dirétt payment of conmis-
sions t6 ufiderwriters in the marketing of their securities: Observers
ifi this country Howsver—throiighout the findneisl community as well
as ini the Govérnmeit-—gtrerdlly agree that dpplication of the com:
rhisgion &systeiti to iiew Trédsury issues would likely beé a costly
riicthod of distributioii frofi the stafidpoirit of the taxpayer. They
agree further thit the results of such a systert; 4side from its cost;
would not necéssifily be iy bettér thiii the present wdy of marketihg
securities. Furtherthots8, the Eoihmission System éntdils dangers in
bréakitig down the voluntaiy chardtter of the eftiré savings bond
progiani. It woiild seéitl iiconsisteit to pay the financial community
lt)O sell securities to latrgbt Iivestors bt hot when they sell to smaller

uyers:, .

The Tredtury cannot fifket its seciirities siiceesefully through &
syndicate (séo the reply to dtiéstioh 55). THe sheet iingnitude of
Treasury issues Would thiehiteti to éxlidiist 41l available uridérFwritiig
ditpital i a declinifig tatket., Ih faét; & marketifig syndicate rhight
bt the least competitive way of 41l of sélling Tréastiry decurities; inds-
thiich as only one bid at most could bé &xpected oh even thé smallest
Treasury offeting. Oh a lirgr dfferitig thers would probibly be ho
bids, as 1t would bé Eﬁac‘tiéémlly' ifipossiblé for thé investthent bidnking
cothmiinity to marshdl enotigh résouttes to Subinit cothpetitive bids
oii the “all or none” bislé Wwhich chafacterizés ihithicipal dnd cor-
porité finaheing.

Therefore, the Treasiity riiét vely oh thé dttractiveness of its ge-
caritiés in thélr owil Fight. If théis is fio ificentive to uAdérwritérs
to séll neéw Treasury issuéd to ulfithdte purchadets at éver a slight
premium over original purchdsé price, thérg is, 6f course,; no incentive
forr thetn to bliy the Secitfitids il the firdt place. Nevertheless, the
Treasury—like any borrower—seeks to rijsé its thopey as ihexperi-
sively as pdssiblé. It lhas siicteeded ih doliig this. The dvérage at-
fractiveribss in teFms of the spredd in yield of Hew TredSury securities
being offeréd over thé yiéld of dottipaiiblé outstanding issues has
averaged only dbout oré:-éighth of 1 péreént ifi récsht years; o only
abiout a third of thé dverabe Spréad in yigld betwesh néw high-grade
corporaté Security offerifips dhd the market for cutstanding séasoned
high-griadé corporatd seciritiés dt the timé of new corpotite offérings.
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Question 21. When an issue is oversubscribed by 4 to 1, doesn’t this
indicate that the interest rate put on the wssue is a great deal
higher tham it needs to be?

Answer

All successful Treasury cash issues invariably show a considerable
oversubscription. The amount of that oversubscription, however,
varies greatly from issue to issue. Beyond the fact that a good cover
was secured, the particular amount of oversubscription has no rele-
vance as an indicator of the success of one issue as against another.

A better indicator of success is the price behavior of the new issue in
the market, where it must compete directly with seasoned securities.
As indicated in the reply to question 19, on five of the nine occasions
in which the Treasury has issued long-term bonds since 1952, market
prices were the same or below the issue price by issue date, even
though, as indicated in the reply to question 20, each of these securities
was adequately priced in the first instance and was oversubscribed.

It is interesting to note that cash subscriptions for new Treasury
certificates, notes, and bonds from 1953 to date have varied from one
and one-half times the amount issued to slightly more than seven times
the amount issued, with an average of three times. All subscriptions
received in an exchange offering are, of course, allotted in full.

Oversubscriptions to Treasury cash issues are fully expected by
those who subscribe to new cash issues. This has been a standard
expectation in the market for many decades. In the 8 years 193340,
for example, subscriptions ran from 114 times the issue to 38 times,
with an average for the entire period of about seven times. In each
cash financing the Treasury always announces in advance the approx-
imate size of the new issue which it is offering. This is a decision
which is arrived at only after a determination of the Treasury’s cash
needs and a careful nationwide survey of approximate investor de-
mand in a general way for various alternative types of offering. The
Treasury always announces the approximate size of the offering (sub-
ject to customary overallotment of up to 10 percent or so) so that
mvestors will make their decisions in full knowledge of the size of the
total supply of the new security being placed on the market.

If a potential buyer wants $1 million of a new issue, for example,
and the general discussion in the market indicates to him that he would
estimate there might be four times as many subscriptions as actual
allotments (or that probably only about 25 percent of total subscrip-
tions will be allotted), he may then decide to enter a subseription for
$4 million. He would prefer to buy his million dollars of new bonds
directly from the Treasury rather than in the market, so he is willing
to bid for more than a million dollars to make sure that he gets the
minimum amount he desires.

The investor knows that he can always make up any deficiency by
buying more of the bonds in the market later on; but, if the issue is
attractive he reasons that he can probably do so only by paying a
premium which, of course, would lessen the attractiveness of the secur-
1ty to him. He knows also that in the event he subscribes to too many
bonds, and if that is true of enough other investors, he may have to
sell the excess at a loss. Therefore, he wants to base his subscription
on the best possible guess as to what the actual results of the offering
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will be: He would be very surprised if the Treasury decided to accept
his subseription in full.

Small subscribers are typically protected from these uncertainties
by the Treasury practice of granting them full allotments, In the 4
percent bond offering in April 1959, for example, subscriptions for
$25,000 or less from savings type investors and commercial banks,
and $10,000 or less from all others, were allotted in full. All sub-
scribers to the 5 percent notes offered in October 1959 who submitted
subscriptions up to $25,000, accompanied with 100 percent cash pay-
ment, wera given full allotments; more than $0.9 billion of the 2.2
billion public issue was allotted to over 100,000 such purchasers.

The size of oversubscription in the case of a bill auction—as com-
pared with certificates, notes, and bonds where the Treasury fixes the
E;ice——can also be deceptive. This is particularly trueif a large num-

r of bids are submitted at very low prices (throwaway bids) on the
chance that they might possibly be accepted, in which case a quick
profit could be realized by dumping them in the secondary market.

The extent of oversubscription on Treasury bill issues has also
varied widely. Data on tax anticipation bills and special bills reveal
in the agbgregate a variation in ratio of subscriptions (tenders) to
accepted bids (amounts issued) since 1952 ranging from a bare cover-
age of 1.1 times to about 334 times. The ratio of subscriptions to
accepted bids on the regular weekly auction of 8-month and 6-month
bills (and the new annual series of bills) tend to vary somewhat less,
but even here subscriptions have run from 134 to 214 times accepted
bids during 1959 to date. '

Question 92. Do I understand right, that an insurance company, let
ws say, that wants to buy $1 million worth of an issue will sub
scribe $4 million worth if he thinks the issue will be over sub-
scribed by 4 to1? .

Answer A _
Yes, that is an accurate statement of the way in which oversub-
scriptions come about, as described in the reply to question 21.

Question 23. What happens when a man’s allotment is a great deal
more than he expected you to give him? Is he forced to take the
whole amount?

Answer

The Treasury treats all subscriptions equally in this respect and the
prospective buyer is required to purchase the amount allotted to him,
unless he prefers to default on his downpayment. His downpayment
may, in fact, cover his whole allotment. The Treasury has on occa-
sion required cash downpayments equal to as much as 20 percent of
the total amount subscribed for. If the allotment on the issue to that
particular investor is also 20 percent his securities are full paid for.

Tt should be remembered, of course, that this discussion relates to
marketable securities. In any cash offering many investors may get
more or less than they had estimated because their appraisal of the
total subscriptions was incorrect. Many other investors may find
that market movements and the appearance (or disappearance) of
other attractive alternative investments may change their plans, quite
apart from the problem of estimating the percentage of allotment.



3276 EMBLOYMENT, GROWTH, AND PRICE LEVELS

If the new Treasury issue is well priced, however, these changes in
Investor anticipations are usually handled efficiently through the regu-
lar market mechanisms sq that gains or losses are quite limited,

Question 84. A man who receiyes an allotment of an issue much bigger
" than he expected to get, could be embarrassed financially could he
not * ¥ ¥ and actually suffer a lossf? )
Answer

This is slways possible, of course, An underwyiter who received
exactly what he expected to gef hut finds that the secondary demand
was nof, as strong as he expected gould also suffer a Joss. Experience
leads us to believe thaf such losses growing ont of a weak secondary
market for certain issues haye heen far migre significant than those
arising from the ligmdation of averaljotments.

An investop whg borrowed money fo huy the new security and then
found that the premjum he expested to get on it was too small to
coyer the interest cost on his Joan would alsa suffer g Jogs. On the
other hand, 1 3 strpng markef, an allopment lapger than expected
would be handled yithent gny finapcial embarrassment whatsoever,
perhaps with g pm_t?(t,-

These are all market risks which are an appropriate part of a com-
petitive market system. As pointed out previgusly, of course, cash
subscriptions by small investors—sometimes as high as $50,000 in the
case of long-term bonds—are typicaly allgtted in full, so that it is not.
likely that any legitimate individugl investor of limited means would
be embarrassed unless he were gonig over his depth for reasops hav-
ing nothing to do with the Treasury’s offering terms.

Question 25, Hape yoy had many instanges receptly where people were
fingneially embarrased by regeiying an allptment lgrger than they
could handle.

Answer

We are ngt aware of any such instances. As indicated in the reply
to question 24, it js very uplikely that any such condition would occur
singe any investor who submits a subscription presyumably has made
plans ahead of time ag to how hig purchase would be financed.

Question 26. How do yow account for the fact that S0 many investors
think they can guess in advance what the total offer will be on a
particular issue?

Answer

As noted ip the reply to guestion 21, the Treasury always announces .
in advance the size of the total affering of itg securities so that, there

is no question “what the fatgl offer will he.” “Ixeept in wery ynusual
sjreumstanges, the Treasyry never issues more than 10 percent in ex-
cess pf the stated offering. ‘

The Treasury’s decision 3s to the approximate size of each new issue
is grrived at only after a study of its needs, plus a careful nationwide
survey of approximate investor demand for varioys alternative types
of securities. This survey 13 made withip a very shart period of
time—somefimes within 3 day qr two—before the decision is an-
nounced. The size of the igsne 1s announced sp that investors can
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make their detisions inn full knowledge bf the total supply of the issug

being placed on the market.

Any atterhpts by the Treasury to ifictease the amount of the new
offerings substantially after mﬁing a commitmeht to its ciistomers
ini this way would be considered to be a breaéh of faith and would
seriously impair markét confidende: The subsequent médrket perfor-
mance of the issue wouild be adversely affetted as the surpised pur-
chasers tried to dump their ekcess $écurities into a market which
showed a secondary demand for them only at conisiderably lower prices
and higher interest rates: Continued Treasury action i sich an ir-
responsible hanner could quickly destidy thé market confidencé which
has been built up over many years.

As a matter of prudent judizment investors are required, therefore,
given the size of & nelv Treasury offering; to inake dn éstimaté in ad-
vancé of how large subscriptions inay run; just as tliey have to make
estimates of all of the other fittors that go into their irivestment deci-
sions. They o not; however; have to estimiate in advance what the
total offering will be.

Question 87. Recrétary Humphréy is reported to hawe said that thé
T'reasury has 10 control ovér diitergst ratés, that it siinply goes to
the market, like going to_the market for a doien éggs. Do §jou
agree that the Treasuiy @ that hélpléss ovér the interést rates it
must pa’y?

Answer

In aiibwerihg this question; it is important to distinghish clearly
betieeii the iinipact of Treastiry Borrowiig operdtions on interest rates
and the dbility of the Treisiiy to deterininé the rates at which it
borrows.

There is rio doubt that the Treasury as the largest single borrower in
the credit markets; influences interest rates. The extent of this in-
flience varies somewhat according to the net budgetary position of
thie Treasury: A deficit forces the Treasury to drain funds from the
market, thus teriding to force interest rates to higher levels, whereas
& surplus pérniits fetirement of Federal debt; which injects funds into
credit markets antl tends to réduce interest ratés., The $9 billion in-
crease in publicly held Federal securities in fiscal 1959, arising from
the necessity to finance a $12.5 billion deficit, was a major factor in the
sharp rise in interest rates since the summer of 1958. During the ¢ur-
rént fiscal year, hotvever, thé prospects for 4 balaiite ifi the budget,
as éstimated in the September Budgbt Reviéw; Stiggests that Tredsiry
Bortotving operations will éxérh less préSiure ofi 1ntérddt rates. T4
siirplus than car bé uséd for deébt Tetirerient 15 achieved, TredSury
operations will tend to réducé préssures even futthér:

This position as 4 thajor bortowst ifi crédit maikéts does not; how-
ever, enable the Treasiiry tg 8t the interést ratés on & new issiie at
Whatever 18vel it desires. Those obsérvérs who beélievé that it can set
ratés overlook the fact that thére is 4 largé voluie of outstinding
Tredsury securities on whith yields até frée to fluctuate With market
pressures of demand and supply. Any investor Who does niot liké the
terms on a héiv Tréa'sﬁr%;ﬁ'és’u'e is fred fo biiy an existing TreiSury
seéurity in thd market. erd is no Wway the Trédsury can 'r'e;geapl the

maiket quotdtions oii outstafiding Goveriimeiit sécurities] but theé
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Treasury must at least meet these market yields in order to market
new obligations.

Suppose, for example, that the Treasury offers a bond for public
subscription and that existing yields on outstanding Government
securities of comparable maturity are approximately 4 percent.
‘What would be the response of investors if the Treasury were to invite
subscriptions on the new bond at a rate of 314 percent? Obviously
none of the new securities would be sold. Instead, investors interested
in Government securities would simply purchase some of the existing
bonds at the higher yields prevailing in the market.

A wide variety of other high-grade investments also compete
directly with Treasury securities for the investor’s dollar. These
include real estate mortgages (many of which are insured or guar-
anteed by the Federal Government), corporate bonds, and State and
local government securities (on which the interest return is fully
exempt from Federal income taxes). The Treasury must effectively
meet this competition if it wishes to avoid a financing failure. It 1s
significant that in the fiscal year 1959 the new increase of the amount
of these bonds and mortgages outstanding is estimated at approxi-
mately $27 billion, or three times the increase in publicly held Federal
securities. Thus, the Treasury clearly does not occupy a “monopoly”
position in the market for high-grade investments.

The simple fact is the Treasury cannot control investors in free
credit markets. Nor should it have the power to direct the uses of
investors’ funds. Short of direct controls, there is no way to force
an investor to buy a Government security. He does so only because,
all things considered, the Government obligation is attractive in com-
parison with competing investments available in the market, includ-
ing outstanding issues of Government securities.

Question 28. In 1958, total security issues of the Federal Government,
the State and local governments, and the corporations came to
381.4 billion. Of that amount $62 billion was in issues of the
Federal Government, not counting Treasury bills. Wouldn't
you agree that since the Treasury controls such a large percentage
of the total supply of issues—$62 billion out of 881 billion—that
it gecessam’ly has a great deal of discretion as to the rates it can
set !

Answer

As is pointed out in the reply to the preceding question, the Treas-
ury, as the largest single borrower in credit markets cannot help but
influence interest rates. However, the Treasury does not control
investors in free credit markets; lenders are free to invest their funds
in whatever securities they desire. Inasmuch as a wide variety of
high-grade investment securities compete with Government securities
for the investor’s dollar, the Treasury must price its securities attrac-
tively in terms of the existing market. If it did not do so, investors
would purchase existing Treasury securities from other holders or buy
securities issued by borrowers such as business corporations and State
and local governments.

The wording of the question implies that the Treasury “controls”
a large portion of the total supply of investment securities, and this
in turn 1mplies that the Treasury is in a position to regulate the flow
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of new Treasury issues onto the market. If this were so, the Treasury,
as the largest single borrower, could indeed exert a significant influence
over the rates at which it borrows. Unfortunately, however, the flow
of new Government securities is largely beyond the control of the
Treasury. Refunding operations must be undertaken in keeping with
the schedule of maturing securities. Furthermore, the close cash
position on which the Treasury has operated at times during the past
several years has limited its flexibility in timing financing operations
on some occasions. ‘

The timing and amount of Treasury cash borrowing is determined
largely by the day-to-day flow of Federal expenditures, receipts, and
transactions in other parts of the debt picture. Here again, the Treas-
ury cannot “control” the amount of the borrowing and, in attempting
to keep its cash balance and its interest costs to a reasonable minimum,
does not have great flexibility in determining the timing of the
borrowing.

Thus the tens of billions of dollars of Treasury cash and refunding
operations that take place each year, rather than enabling the Treas-
ury to “control” interest rates, may actually make it more difficult for
the Treasury to effect its financing in an orderly and economical
manner.

Tt should also be pointed out that the effect of a borrowing opera-
tion—regardless of whether the borrower is a corporation, an indi-
vidual, or a public body—will tend to be greater on new cash bor-
rowing than on refunding. The $62 billion of new Treasury issues
sold during calendar year 1958, excluding Treasury bills, included only
$11 billion of new money borrowing in the market as compared with
approximately $19 billion of State and local and corporate borrowing,
practically all of which was for new money. New money borrowing,
of course, taps current funds, with an economic effect that is muc
greater than a rollover of outstanding obligations. Even the compar-
Tson of $11 billion Treasury borrowing with $19 billion State and local
and corporate borrowing is deficient, however. No comparison of
alternative forms of investment would be complete without allowance
for the tremendous volume of mortgage borrowing which is taking
place. The net increase in mortgage indebtedness (new money taken
by the mortgage market) was $15 billion in the calendar year 1958.

It should also be mentioned that even though the figures cited ex-
clude Treasury bills, they include a large volume of other Treasury
issues which are either I-year securities or are only slightly longer,
and are therefore not appropriately included in a comparison with
data on corporate, municipal, and mortgage borrowing which, of
course, has a much longer average term to maturity. New Treasury
issues in 1958 running more than 10 years to maturity amounted to
only $234 billion, with $1234 billion more in the 5- to 10-year area.
This total of $1514 billion, however, includes only $214 billion of new
issues for cash, with the remainder representing refundings.

These figures are cited not as an attempt to deny that the Federal
Government is an important factor in the money and capital markets,
but rather to put in_ perspective the appropriate relationships that
are involved. The Federal Government today accounts for one-third
of all the debt, public and private, in the entire Nation and is, of
course, the largest single borrower in the country. Because of the
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rapid growth of State and local government, corporate and individual
debt during the post-war period, however, this percentage is only half

as large as it was at the end of World War IT and the decline is
contining.

Question 29. With reference to the Treasury’s advisory committees,
how do' these committees go about determining how much interest
there will be in an issue? Do they poll the investors in their
'/i’e%czié?s, and if so, do you know what percentage of the market they
Z) 0 104

Answer

A. complete discussion of the Treasury’s relations with its advisory
committees is presented in the replies to questions 33-37. The reply
fo question 33, particularly, touches on the matter of interest in riew
issues.

The function of the Treasury advisory committees in determining
investor inferest in new security offerings is conducted primarily
through the daily contacts which dealers and bankers have with
investors across the country. Inquiry may be made in a general way
by indiyidual firms well in advance of a Treasury financing, as they
make literally thousands of contacts with customers each day and
learn to appraise inyesfor requirements bath in terms of types of secu-
rities and timing of the flow of available funds and lternative in-
vestment opportynities in competing fields.

These informal surveys are sharpeped up further as a financing
date approaches and the Treasury is informed as to the general ma-
turity area in which investor interest seems to be concentrated. The
result of such jnformal gurveys may be cammymicated to the Treasury
through the advisory commitiees—pripeipally the Investment Bankers
Association group—or they may he transmitted to us directly by the
firm making the syrvey. The lafter procedure may he followed re-
gardless of whether or not the firm has g representative qn one of the
Treasury’s committees.

It should be understood that such polls are Iargely qualitative within
2 general maturity range and general interest rate range. They are
nat directly copcerned with the answer to such specific questions as
“How many million dollars would you buy of an X percent bond due
in Y yesrs and Z monthg

It should also be mentioned that the way in which any polling is
conducted is entirely at the discretion of thefirm making the inquiries.
No guidelines are set by the Treasury.

Since the Treasury’s market coptacts both within and qutside the
advyisory committees are very extensive, if s fair to say that practically
‘the entire market is covered by surveys (in the broad gense) in one
way or another, either by direct contact between the Treasury and the
principal buying institntions or indirectly through dealers and banks
which cover gl jnstitutional and corporate investors of any signifi-
cance throyghqut the country.  This 15 basically true also of interssted
indjvidpal mvestors. There arg nop many large individyal buyers of
marketable (3gvernment securitigs. _Ind.ividuafs in high income brack-
¢ts have Jimited interest in Government seourities becaise of the availa-
bility of a large volume of State and Jocal tax-exempt issues. The
demand for Government securities by gther individuals is basically
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satisfied by savitigs boiids, of which as fideh 48 $20,000 (initisl ma-
turity valué) can be puichased each year, . .

The fact that interest rates on marketable bonds are the highést in
many years hias brought a lafgs numbet of small buyers back into
Government securities in recent months. There was a relativély wide-
spread exprégion of interest—in terfits of nimbefs of participants at
loast—in the Treasury’s 43-percent, 4-year, 9-iénth note which was
issued as part of the August 1959 refunding. This in turn was fol-
lotved by the rew 5-pereetit, 4-yeat; 10:mbnth tiote offéting in October,
which had 4 publi¢ réception uhpracedentsd it the igrketabls setarity
area since World War I. Almost 180,000 subscriptions wers récéived
for these notes, with about 100,000 from. individuals alone.

We kot of no effective wway—othét thah judgihent based bji fecent
experience—for polling $mall individual investofs, but even hére the
dealers and the banks are helpful in reporting the extent of interest.
In ahy evént; of course, individudl subscriptions though largé in
nimber have riot; except for the new 5-percent, notes; accounted for a
large share of the total volunie of any riew Tressury issue:
Qiiestion 30. Hus the fiict thit so widity large indestors and déalers all

think they van guess what the total offér will bé on bt issue, and
are willing to back up their guess with o financidl cotrihitiment on
which théy could losé their sHirts, Yuggestéd to 4oi that some of
the eléments of coriipetition itay be missiiig @ thé market for
Goveinmént $écurities?
Answer o
. Any investor; latge or sindll, who wishes, to subseribe to a new
Treasury bond issue cin; 6f course, dg so. , This was clearly evident in
the 5-percent notes sold for cash in October: Furthérmore, the fact
that the averdge huniber of siibseribers for each of the other four cash
issues of notes and bonds which the Treasury has put out in 1959 is
almost 9,000 also indicatés that subscriptions are not unduly
concentrated. ) ) . , o

The financial risks incurred in buying securities from the Treasury
ate certainly no greater than in other types of security purchase trans-
actions. It should also be emphasized that most TreaSury issues aré
put but in exchange for maturing Tteasury issues, with no financial
risks involved at all £o existing holders since the purchaser, in effect,
pays fot his new sécurity by turning in the old one. . o

The fact that there is a possibility of loss as well as a possibility of
gain in buying Governrent securities is merely another 1iidication of
competition in the mirket., This is tfue in much the same way as
there is competition for other types of securities, rather than sug-
gestinig that “some of the elements of competition may be missing. * * *7”

Question 31. If I may I would like to read you a brief paragraph dnd
then ask you to cofmets upon it:

Athiong the idiré Inthortand intérest rdles, one jgroup ih whith pricé iéader-

§lip tid pricé admbiistrution flay decisite rolgs is the +hté Structuré

charged by commercial banks for indigstrial; agricultural and commercidl

loans. New departures in this rafe structire are ordinarily sigpnaled by

one (not ahways the same) major bdnk, in d manper quité similar to price

leadership in $1eél o alminii. Thé last imiportant sighdl, givén dh May

15, called for dh increade from § to 4% péreent on priineé risks and coire-

sponding adjustment of othér rates. Thére was little criticism bf the com-
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mercial banks for raising their prices by 12Y% percent at one swoop. Was
this not an inflationary action? The banks made just as many loans at
4¥% percent as they would have at 4 percent end to the same people. The
price had merely gone up. What would have been said about any group of
wage earners who raised the price of their services by 12% percent in one
step?

In its general interest structure, the ordinary commercial bank follows
naetional and regional price leadership. The individual loan operations of
@ commercial bank also bear only a remote relationship to our traditional
picture of competitive practice, and necessarily so. A bank does not auc-
tion credit to its customers: it rations credit among them. Tle total amount
the banking system has for rationing among its customers is determined
not by any action of private bankers but dy the reserves supplied by the
Reserve System. * * *

Would you agree that that is a fairly accurate description of how

commercial bank interest rates are determined ?

Answer

The anonymous quotation implies that commercial banks “admin-
ister” their lending rates without regard to competitive forces in
credit markets. This view is incorrect. Commercial banks, in estab-
lishing lending rates, are influenced primarily by the demand for
credit on the part of their customers as related to the availability of
funds for lending. :

Price administration in and of itself is not undesirable. Indeed,
most prices in our economy are “administered” in the strict sense of
the term, in that sellers place prices on their goods rather than permit-
ting them to be established at auction. What is undesirable is a price
structure in which the forces working through demand and supply
are not permitted to influence prices. This type of situation is usually
characterized by infrequent adjustment of prices, and then usually
upward. Thus, the degree of competition that exists in any market
can usually be measured, in part, by the degree of price flexibility thet
exists in that market.

In this respect, it is a matter of record that interest rates on bank
loans and on practically all other classes of credit instruments respond
quite flexibly to demand and supply forces. The anonymous author
quoted in the question points out that the commercial bank prime lend-
Ing rate was raised from 4 to 414 percent last spring, without observ-
ing that it was twice lowered in 1958—from 414 to 4 percent early in
the year and again to 314 percent in the spring.

If commercial banks were in a position to administer their lending
rates strictly on the basis of their own desires, without regard for the
impact of demand and supply forces, it is hardly likely that rates
would have been lowered during recessions. The fact is, of course,
that such reductions reflect the competitive response of banks to a
;lfri:gening demand for credit and an expanding supply of available

S.

The quotation calls for several other comments.

First, the writer refers to banks “raising their prices by 1214 percent
at one swoop” and implies that any group of wage earners that raised
the price of their services by a similar percentage in one step would be
criticized. He fails to refer to the reductions in the prime lending
rate during the recession, a period when wage rates were actually
rising. An inspection of the record indicates that interest rates have
been flexible both upward and downward during recent years. Most
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other prices, including wages, have not, however, and in fact have

gradually inched upward. '

Second, the writer asks if the increase in the prime rate was not an
inflationary action, and he states that the banks made just as many
loans at 414 percent as they would have made at 4 percent. This latter
statement is made flatly, without evidence. The important points,
however, relate to the fact that as far as many borrowers are concerned
interest rates tend to be a minor cost item, and the more significant
factor involves the restriction of the supply of credit relative to the
demand that led to the increase in the prime rate. The rise in the
prime rate, in other words, reflected a situation in which all borrowers
could not satisfy their credit needs at existing rate levels. Thus, the
rise in the rate was indicative of credit restriction, which is an essential
part of an effective anti-inflationary program.

Third, the anonymous writer appears to be disturbed by the fact
that “A bank does not auction credit to its customers * * *” He im-
plies that this is evidence of a lack of competition in banking. The
auction technique is wholly unsuited to bank lending. Creditworthi-
ness varies considerably among borrowers; consequently, a bank loan
umst be arranged through close consultation between the bank and the
borrower.

Fourth, a banker—like any other investor—nautrally seeks to maxi-
mize the interest return which he earns on his available funds. In
periods of high demand for credit a banker typically finds, therefore,
that ample opportunities exist to bufr corporate and municipal securi-
ties, or Government securities, at lower prices and higher interest
rates. It is quite logical, therefore, that competitive forces will re-
quire him to increase the rates on bank loans to keep an appropriate
balance between loans and investments in his portfolio. A 415 per-
cent return on prime commercial bank loans, for example, is obviously
low in comparison with Treasury bills, which have been available on
many occasions in recent months at yields in excess of 414 percent.

Finally, it is also important to realize that commercial banks are not
free to make an unlimited volume of loans at high interest rates.
Characteristically, high rates develop from the impact of a heavy de-
mand for funds pushing against an inadequate volume of current
savings, and Federal Reserve policy aims specifically at exercisin% a
restraining influence on the amount of credit which is available
through its pressure on bank reserves. Because of the fact that the
commercial banking system is so closely regulated, the amount of
funds available for loans is restricted when interest rates are high,
and it is only when interest rates are low that banks are relatively
free to expand credit as much as they wish—within, of course, prudent
limits.

Question 32. Has it been your observation that after the banks are
given excess reserves, the banks don't always reduce their lending
rate, and at other times several weeks go by before bank rates are
reduced?

Answer
Just as banks do not immediately raise their lending rates when

rising demand for credit impinges upon a limited supply of funds,
neither do they immediately reduce lending rates when reserve posi-

38563—60—pt. 10——4
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tions ease. 'This charactéristic, generally speaking, is not peculiar to
commercial banking; the same tendencies occur ini ihaily othéer indus-
tries. Indeed, in most lines of activity, an upsurge in demand is not
immediately followed by an increase in price, nor is a decliii§ in de-
mand accompahied by a decrease ih price. There is alivays the pos-
sibility that the change in demand-supply factors may be tefhiporary.

Consequently, dny prematire change 1n prices may havé to be fol-

lowed by a subsequent readjustment of prices to earlier levels:

~In banking as in other lines of activity, however, thé ultimate

changes in basic prices (or lending rates) are typically ptecetded by

éasing of other terms for customers. Thus bahk borrowers thay find
that 1t i§ easier to get their credit réquests grintéd in full, or that
minimuin balanteé requirémeénts are refluced; of that bdthef lehding

conditions are eased. ,

Moreover, diiring periods o6f crédit stringéncy; batiks cotnriohly
Féduce their liquidify positions to relatively low 16vels. This impair-
iiieht of liquidity may consist of a decreasé in bink holdings of ligiid
asSets, such as cash and Government securities, reldtive t fotal assets
and total depdsits, and an incréasé in borrowings from Federal Re-
serve banks and iti the Fedéral funds market. Before théy effect any
reductions in lending rates, banks often attempt first to rebuild liquid-
ity positiohs—by ihcreasing holdings of cash and short-term Govern-
ment securities, by getting out of debt to the Federal Reserve banks,
and by reducing their purchases of Federal funids. This is why money
market rates—on Federal funds and on short-term Government secur-
ties, stich as Treasuty bills—tend to decline rather quickly following
an easing of bank reserve positions. _

But once liquidity positions have been stréngthened, and once it
becomes clear that the easing ih reserve positichs is not transitory,
banks are likely to reduce customer loan rates. This lag, however,
is usually ohly a matter of weeks. And thie fact thit lending ratés
are Teduced in fesponse to eédsing of reserve positions téstifies to com-
petition in bahking and to the fact that such interest rates respond
to the basic pressures of demand and supply.

Question 33. With reference to the Treasury’s advisory committees,
since you have been Secretary have these different committees
given any substantidlly different advice as to what the interest
rates should be on any particular issue being confemplated?
Howe the interest rates recommended by the various groups dif-
fered by more than one-eighth of a percentage point?

Answér ‘

The Way in which this question is stated suggests that the principal
function of the Treasury advisory committees is to recommend what
interest rates shoiild be placed on particular sechrities that the Treas-
ury might want to offer.

This is not the cast. For a considerable period of time before each
financing the Treasury studies all factors in the marKet ehviron-
ment intensively from many different points of view, so that the basi¢
job of analysis is close to completion before the meetings are held.
A difference in viéwpoint of more than onie-gighth of 1 percént in
interest tate on & new issue would in fact be surprising ainong comi-
petent observers of the same market.
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When the advisory groups come to the Treasury they begin their
meetings with a review of the background of the forthcoming financ-
ing by Treasury staff members. This review is helpful in bringing
the committee members up to date on relevant factual material so that
the committee’s time is not wasted. These oral presentations to the
committees are based on publicly available information. It is, how-
ever, information which is otherwise available only from widely scat-
tered sources so the briefing serves the important function for con-
solidation and integration of publicly available information. There
is, therefore, no inside information, but all members do have a com-
mon factual basis for their analysis. -

After these briefing sessions, each committee meets by itself, with no
Treasury employee present, to discuss the problems thoroughly and
to work out recommendations. The committees are invited to meet
by the Secretary of the Treasury and a time schedule is worked out
which is mutunally agreeable. Other than this, however, the Treasury
does not control the activities of each committee. Committee mem-
bership is determined exclusively by its parent body, as is the selection
of the chairman. Committee members come to Washington at their
own expense and they assume full responsibility for any staff work,
financial arrangements, minutes, and reports. With the exception
of the savings and loan advisory group (which was initiated in 1958)
all of the advisory committees had their origin during the World War
II period, for all practical purposes, and have been very helpful to
the Tréasury ever since. ’

The principal function of the advisory committees is to assist the
Treasury in interpreting the potential market demand for néw secur-
ities as among various types of investor classes and as'among differ-
ent maturities of bills, certificates, notes, and bonds. For example,
an appraisal of market demand by these advisory groups can aid the
Treasury materially in determining the advisability of offering a long-
term bond or an intermediate-term bond under rapidly changing
market circumstances. It is the best way we know of conducting
a quick, yet comprehensive, survey of market demand in various ma-
turity ranges close to the time of financing. The various dealers and
banks represented on the American Bankers Association and Invest-
ment Bankers Association advisory committees are in daily contact
with upwards of 5,000 investors in every part of the country, and they
handle transactions in Government securities that total more than a
billion dollars per day. They know what securities their customers
are interested in buying and what they want to sell. They also are
in a position to express judgment as to whether that demand can be
effectively capitalized on by the Treasury in the sense that it is matched
by a substantial flow of funds which would be available for a Pos-
sible Treasury issue.

It is obvious, of course, that interest rate trends generally and the
coupon rate which the Treasury might have to pay on a new Treasury
security in a particular maturity area are a part of this normal work-
ing knowledge. The major question remains, however, as to the avail-
ability of a market which the Treasury can tap.

It 1s well understood by all but the most unsophisticated investors
that the rate of interest which the Treasury will have to pay on the
specific igsue it decides upon can vary only within very narrow limits,
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depending on the market quotations on the day that the Treasury
makes its announcement.

The advisory committees are also very helpful in advising the Treas-
ury on various details with regard to each offering. If among the
possibilities considered there is, for example, the issuance of a bond
in the 5-to-10-year area, the advice of the committees as to the demand
on the part of various investor classes for a 6-year, 8-year, or 10-year
bond can be very helpful. Their advice may also go a step further
and suggest a grecise date, but this usually is something which the
Treasury will decide principally on the basis of the way in which
the proposed new security fits into the existing maturity structure.
Obviously, if the Treasury has a heavy concentration of maturities to
meet on a given date, it will seek to avoid adding further to that
concentration and will select a maturity date that is more or less open
on the calendar.

Treasury policy in recent years has been to issue bonds, notes, and
certificates with maturity dates confined to the 15th day of February,
May, August, or November in order to limit future Treasury refund-
ings to these four dates as much as possible. This selection of refund-
ing dates permits the Treasury to make better use of March, June,
September, and December midmonth dates for the maturity of tax
anticipation securities since these are the dates on which corporate
taxpayments typically fall due. As these practices have become more
routine, they have also facilitated the issuance of 1-year Treasury bills
maturing on a regular basis on the 15th day of January, April, July,
and October. These aspects of Treasury debt management “house-
keeping” are well known to the market. The advisory committee
recommendations obviously assume that the Treasury will work in this
direction so it is no surprise for their suggestions to follow the same
sort of timing of maturities as the Treasury has been using.

Committee recommendations typically include their views concern-
ing market indications of an appropriate interest rate at the time that
the committees meet. On occasion, recommendations are made on the
basis of “a rate that is consistent with the market at time of offering”
without specifying a specific rate. All recommendations are sub-
mitted with the understanding that, particularly with regard to in-
terest rates, the committees might have a different opinion if market
conditions shift between the time of their recommendations and the
time the Treasury makes its announcement. To the extent market
conditions did not change, it would be surprising if the committees’
expressions of an indicated interest rate on a new issue for the same
general maturity range would differ more than one-eighth of 1 per-
cent from the eventual Treasury decision. In fact, they have not
differed either between each other or with the ultimate Treasury deci-
sion by more than one-eighth of 1 percent during recent years.

Advisory committee recommendations are presented orally in the
case of the Investment Bankers Association and in written summary
by the American Bankers Association group in terms of what might
be called a majority report. The meetings of both of these groups
with the Secretary, the Under Secretary, and other Treasury officials
are informal. Strong minority positions with regard to types of se-
curities to be offered, interest rates, exact maturity dates, and many
other aspects of the forthcoming financing are typically presented.
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This may be handled by the chairman of the committee on behalf of
the minority or by a spokesman selected by the chairman. Individual
members of the committee are always encouraged by their own chair-
man and Treasury officials to express indepen%ent positions as freely
as possible, and a typical meeting will find many such expressions.

Meetings with three other formally organized advisory groups—
refpresentmg mutual savings banks, savings and loan associations, and
life insurance companies—are usually different in scope from those
with the ABA and IBA committees. Their financing recommenda-
tions are often rather general. As a result, they largely focus on ex-
pressions of interest in various maturity areas and discussion as to
the way in which the current demand for Government securities, or
lack thereof, relates to the general economic environment in which the
Treasury financing is to take place.

On the other hand, members of the investment banker group repre-
sent a large part of the continuous activity of the Government securi-
ties market itself. In some ways the firms which the Investment
Bankers Association committee members represent are in even closer
contact with the investment problems of a much larger group of in-
stitutions in life insurance, mutual savings banks, and savings and
loan associations than the members of those particular institutional
advisory committees. In addition, the investment banker group rep-
resents the most practicable and efficient way of ascertaining the cur-
rent investment practices and needs of a vast body of investor classes
throughout the country which are not as formally organized as the
three that have been mentioned. These include State and local gov-
ernments with reference to their pension and retirement funds, re-
investment of the proceeds of bond issues prior to disbursal of the
funds, and temporary investment of peak tax collections. These also
include corporate pension funds which are self-administered. The
IBA committee is also the best up-to-date source of information the
Treasury has of unusual sources of demand for securities by endow-
ment funds, foundations, mutual funds, and various other investor

oups.
g’I'Bypthe very nature of their business the firms represented by the
investment banker group are very close to every detail of market trend
development. The American Bankers Association committee also
shares some of these attributes through correspondent bank arrange-
ments that blanket the country. They can give us, therefore, an up-
to-date “feel” on bank investment practices under the credit conditions
which fluctuate significantly from day to day as well as in the longer
run trends. They can keep us informed as to the changing attitude
of thousands of banks toward specific types of Government securities
which the Treasury might offer. The American Bankers Association
group is concerned, therefore, with both the primary and secondary

emand for Government securities by banks throughout the country.
The particular institutions which are represented on the committee
buy some new Treasury issues with the intention of holding them—
sometimes to replace existing issues that they wish to dispose of and
sometimes (when loan demand is slack) to add to their portfolios on a
net basis. Most of the securities that they buy, however, are purchased
in their capacity as “underwriters”—securities which they in turn will
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sell to the ultimate investors. The secondary distribution of these
securitiés is in large part also handled through the dealers.

The IBA and ABA consulting committees are also helpful with re-
spect to many other aspects 6f Treasury terms on new issues. These
are usually concerned with technical matters but these are ithportant
with regard to the sucdessful offering of the new issues. Tlhe con-
sultants may help the Treasury in answering such questions as: What
downpayment requirements would seem to be suitable on a given type
of issue in order to discourige potential spéculators? Are there
market practices, such as dealer price quotations on a cash issue before
the subscriptioii books are closed, which in particular casés may con-
tribute to or deétract from the success of the 1ssue? How should allot:
meénts be handled on cash issues among various types of investors?
How can the interests of small buyers best be encouraged? What min-
imum allotment should be made in full? How does the market react
under particular circumstances to allotments which exceed the an-
nounced amount? Should dttempts be made under certain circum-
stances to limit the size of one option on refunding issues as against the
other? Should new refunding issues be dated ahead of the maturity
of the old issue to give more incentive to investors to make the ex-
change? Can downpayment privileges be iodified for particular
types of subscribers as, for example, other governmental units?
Under the circumstances then prevailing, how many days should elapse
between the Treasury announcement of the new issue and the opening
of the suibscription books in order to make sure that there is a maxi-
mum coveirage of potential buyers? How long should the subscription
books be opén ?

In addition, the advisory committees will be asked by the Tredsury
from time to time to give careful corisideration to broader aspects of
Treasury debt-management planning as they apprdise the overall
neéds of the economy and the outlook for savings on the part of indi-
viduals and institutions. The committees are also helpful in keeping
the Treasury abreast of the most up-to-date information and analysis
with regard to the problems which corporations, and State, and local
governments are having in the offering and secondary distribution of
new issues. They also are in a position to analyze carefully the ihter-
relationship of these three securities markets with the mortgage pic-
ture and with the broader problem of relative desirability of stocks
versus fixed income obligations: The committees are often akked to
express themselves with regard to the savings bond program. In the
last analysis a large part of any success which thé Treasiiry hds in
this directiori in encouraging & wider distribution of the ptblic debt
niust depend upon instittutional groiips; such as cominercial banks,
mutual savings banks, savings and lotin dsdociations; and insturance
companies. ‘

The advice which thé Treasury receives on all of these matters is
certainly not ¢onfinéd in any way to tlie suggéstions by these ¢omimit-
tees or by the individual members thereof. The Treasuty’s own an-
alysis of the factors which lead up to each finaiiéing détisioh is 4 com-
posite of niany points of view. The Treasury staff itself is constantly
réviewing past finaneings ini a ériticil way in order to iinprove Treéas-
ury debt management techhiques ahd procedures as well as broad
policies; 'T'he Federal Reserve System actively participates in the
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constryction of the framework on which the Secretary’s ultimate
decision 1s based. This is trye of the staff of the Board of Governors
itself as it gathers background information that is in many cases just
as important for debt management as for monetary policy. It is true
also of the staff of the Federal Reserve Bank of New York in its
unique role as an observer on an hour-by-hour basis of the operations
of the Government securities market. It is true also of each of the
Federal Reserve banks throughout the country, not only in terms
of interpretation of regional differences in the market for Govern-
ments, but even more importantly in terms of the experience which
the Reserve banks have gained as fiscal agents for the Treasury De-
partment in the actual management of each financing operation once
the Treasury policy decision has been made,

The composite of all of these expressions, together with independent
expressions through correspondence or personal contact by individual
participants or observers in the market, helps to form the fabric from
which the eventual decision on financing is made. Finally, of course,
each deciston is made personally by the Secretary of the Treasury and
that decisjon is announced to the public within a few hours at the most
after it has been reached, If his decision happens to be quite similar
to the advicg of one or more committees, it is more likely to reflect their
sypport of action he was already seriously considering rather than
the geceptance of advice.

Question 84. Since you have been Secretary has the Treasury fized
a rate on an issue which was different from the rate recommended
by the T'reasury’s advisory committees?

Angwer ‘

Yes. Thishas happened on several occasions. The differences have
neyer, however, exceeded gne-eighth of 1 percent for reasons explained
in the reply to question 33. Since all observers are looking at the same
market, 1t would be difficult to imagine a situation in which responsi-
ble advisory groups would suggest interest rates which would differ
by mare than one-gighth of 1 percent for the same general maturity
range.

Ags indicated further in the reply to question 83, interest rate recom-
mendations are on]y one—and frequently the least controversial—part
of the advice which is given. The consulting groups and the Treasury
are, after all, examining the same basic factors. The Government
securitigs market is a broad market with daily transactions that exceed
$1 billion. Tt is a market in which transactions are conducted each
day on more than 85 issues of marketable Government securities,
ranging in maturity from a day or two up to more than 80 years. Any
investor can draw a line through the market yields of outstanding
issugs and develop a “market curve.” If the Treasury tries to sell a
security that pays interest at a lesser rate than comparable outstanding
issues there is obviously no incentive for anyone to buy it since he can
obtain a better investment return in the open market. Therefore the
Treasury has to price its new issues so that they are slightly more
attractive than securities available on the outstanding market, par-
ticylarly if it wants to sell a significant amount or if the market for
1ssues of compargble maturity is relatively thin. '
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An examination of Treasury records since 1952 reveals that on aver-
age, new Treasury coupon issues have been priced to yield approxi-
mately one-eighth of 1 percent above the outstanding market. This
is true for securities offered in the 1-year areas; it is true for inter-
mediate-term notes and bonds (114 to 10 years); and it is true for
long-term Treasury issues. . )

On the other hand, since 1952 the average spread between new issues
of high-grade corporate securities and outstanding issues has been
approximately three-tenths of 1 percent. Thus, it is readily apparent
that the Treasury has an excellent record of pricing its issues quite
close to the market, consistent with the requirement that the securities
be sold successfully. Indeed, on many occasions the Treasury has
been criticized for pricing too close to the market, rather than pricing
too liberally.

Question 35. If so, can you recall what rates were recommended and
what rates you actually put on the issue?

Answer

During recent years the Treasury has frequently decided on terms
of new offerings which differed in many respects from suggestions
made by the Treasury advisory committees. These differences have
been principally in relation to the types and amounts of securities.
to be offered, of course, rather than with reference to the interest rate.
As mentioned in the reply to question 33, the rate of interest on any
new Treasury issue can be predicted within narrow limits by any
sophisticated investor, given the maturity of the new security, as
he studies current market price movements.

Many recent examples of differences between committee sugges-
tions and Treasury action as to types, amounts, or maturities of se-
curities to be offered may be cited. In the January 1959 cash financ-
ing half of the Treasury offering was quite different from the
suggestion of one of the committees. The Treasury’s February 1959
cash financing +as done without consultation with advisory commit-
tee,s and the Treasury’s April cash financing included a new type of
bill issue which was purely a Treasury innovation and was not sug-
gested by any of the committees.

In the May 1959 cash and refunding operations the Treasuray’s
decision coincided with parts of the recommendations of both com-
mittees which were, as is frequently the case, somewhat at variance
with each other; but neither committee suggested the eventual course
which the Treasury pursued with regard to the payoff of the maturing
special bills. The Treasury’s August refunding revealed a difference
of opinion between the committees on the handling of the maturing
part of the 4-percent notes of 1961, but the committee whose rec-
ommendation in this regard was the same as the Treasury’s decision
suggested other features of the exchange which were quite different
from the Treasury’s decision. In the August cash financing there
szfls no consultation with the committees immediately prior to the
offering.

With regard to the offering of $2 billion of 5-percent notes in Oc-
tober 1959, advisory committee recommendations differed, with one
committee’s report formally recommending a smaller amount of a
47 percent issue. In informal discussion following the presentation
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of the committee report, however, the committee members almost
unanimously expressed the opinion individually that the Treasury
would be well advised to offer a larger amount of the note, which
would necessitate a higher rate, in order to relieve the increasing
pressure on the short-term market.

In summary, it should be mentioned again that the primary value of
the advisory committees to the Treasury lies in their discussion and
advice on types of securities and marketing techniques, rather than
on precise interest rates. Furthermore, it must be emphasized that
the commitiees provide only one of many sources of information
which the Treasury actively explores as it approaches a final deci-
sion—a decision which rests squarely in the last analysis on the
Treasury’s own evaluation of the revelant factors.

The Treasury always devotes a great deal of study and analysis to
a financing before the committees meet and in many cases a course
of action has already been tentatively agreed upon within the Treas-
ury. On many occasions the committee suggestions serve to reinforce
an already established point of view within the Department, but there
are also occasions where a committee suggestion, particularly on a
technical point, will help the Treasury modify its plans somewhat
to increase the likelihood of a successful offering.

With the vast amount of data vailable to the Treasury and with our
widespread contacts with market participants and observers through-
out the country, it is quite possible that the entire financing process
could be carried out without advisory committees at all. We firmly
believe, however, that in most cases the public interest is much better
served by our having had the benefit of the committees’ points of view.

Question 36. As to the terms of the securities issued since you became
Secretary, has the Treasury gone substantially against what the
advisory committees recommended ?

Answer

This question has been fully covered in the reply to question 35.
There have been occasions in the current year when important financ-
ing decisions were quite different from the suggestions of the commit-
tees, as in the case of the offering of January 1960 bills last April,
the retirement of the May 1959 special bills for cash rather than
through refunding, as well as the 1nauguration of the 6-month bill
cycle last winter. There have been some occasions when the advice
of the committees has not been sought and many other occasions where
the Treasury’s decision happened to coincide with only a part of
one committee’s recommendation. :

Question 37. Have the different advisory committees given substan
tially different recommendations as to what the term of an issue
should be?

Answer

Again, the answer to this question has been covered by the reply
to question 35. Also, as explained earlier, both committees—the in-
vestment bankers, and to a lesser extent the commercial bank group—
are composed of men who spend a considerable part of each working
day operating in and studying the Government securities market.
It would be rather unusual therefore, if the committees came up with
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adviee that differed greatly sitcb they are both dbsetving the complex

interfelationship bf the Same fdctors ‘which thdks up the friarket.

Tiwo ressivatlons shotild again be imeéntibned, it the risk of seeming
vepetitive. In thé fiist pléice; it is rare for all Eofiithittee members
to agree on the eventual recommenditions atid 6h many occasions
there is an almost evén split on vdrious fihe points of their sugges-
tions. The expressioil of niinotity positions is eficouraged by the
Tieasiity 80 that it ihay have all of the rédsoiiing supporting edch
point of view. It daiinot be stresséd to0 strorgdly that tlhie dommittes
advisory systeém i§ dsehtidlly a cotivénient way for thi Treasury to
gét thé benefit of 4 body of éxpert Upiitich Wwhich Woiild be impossible
to obtdin ofi an ihdividual basis: The coihniittéé récommendations
and expressions of opinicfi art vnly oiié pait of 4 steady flow of in-
formation aiid jid@merit which the Tredsiiry takes into corisiderdtion
ih ifs owil andlysi§ ledding up to a fiidiicing decisiofl. Furtliermore;
tliése tofmittess aie hot standitig coihifiittéey in the sehse of mieeting
fegularly 4t their own initiative. They inéet at the irivitdtion of the
Treasdry, cothinoiily come togethér ih the Ttehsury Btiilding; ¢om-
plets théir furictions ih reportinig to Treasury officials; and disbdnd as
thiey leave Tredsuty. There die iid mébtitigd of thése gommiittees
between financings, although the chairnian may ritake a report to the
parent orgariization at reghlar anhual mestihgs.

Beéfore leaving thé subject of the advisory comimittees, it might dlso
b6 fiientiotied that the uss of the conimittee system in this way offers
anGther great ddvanitage for the Treasuty-—-and to the public inter-
est—ivhich cannot be overlooked. The cotitinual discussion in some
detail of the problems which the Treasury faces in trying to manage
the debt in the best interests of the Nation cannot help but develop a
greater appreciation of these problems on the part of participants in
the committee meetings. o _

As full an understanding as possible of the Treasury’s problem, even
by those who disagree from time to time with the way n which vir-
ibus Government operationis are handléd, is excsedingly important.
The fact thet the advisory comitiittee members go back to their respec-
tive ingtitutions aftér the stimuldtion of such disttssions; and in turn
stimulats further disciissioh and analysis within their institutions,
mesins thdt these meetngs serve i very importart public service.

Noi does the benefit of bivader tindeistanding erid with the firms
iepresented: Ilach comihittee niember 4itd the people in his firm héve
widespread contacts throtghott thé cotintry, and in these contacts
much c¢an bé done to further 4 widespréad tinderstanding of the prin-
ciples in which the Treasury believes and which it ig trying to carry
out.

Qiiestton 38: Has the Tréasury félt any dissatisfaction iith the auc-
tion method by which Treasury bills are sold? Do you have in
mind any significant improvements that might be made in the
auction technique? :

Answer :

THe Tredsiry has been well satisfied with thé auction method of
selling Governieiit seeurities as applied to Treasury bills. The tech-
nigiié has bésn tsed gvér since 1929 dnd We find that ds far as very
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short:term securities are concerned, competitive bidding in an auction
is quite efficient. The auctions are conducted through the submission
of sealed bids within a specified time limit to any Federal Reserve
bank or branch throughout the country. After the bids are opened
and listed, they are submitted to the Treasury to determine successful
bids, including in each case the award of small noncompetitive bids at
the average rate. '

The auction method has been extended in recent years beyond the
routine weekly issuance of 91-day bills. Beginning in 1951 the TPreas-
ury sold tax anticipation bills through auetion, and since then as much
as 38 billion a year of tax anticipation bills have been marketed in this
way. A further extension of the auction technique was introduced
last December when the Treasury announced its nesw weekly offering
of 6-month bills in addition to the regular 3-month hills.

In March 1959 the Treasury took another important step in the
expansion of the auction technique by announcing the first of a series
of four issues of 1-year Treasury bills to mature at quarterly inter-
vals. Like the 38-month and 6-month bills, the intention is to pay off
the maturing issues and replace them with new 1-year bills sold for
cash. The hope was expressed at that time that the greater use of the
auction technique for a security as long as 1 year would permit some
reduction in the amount of 1-year certificates, on which the Treasury
has to establish prices. As of October 81, 1959, there were $39 billion
of Treasury bills outstanding, all of which were sold at augction, as
compared with $26 billion a year ago, and $1314 billion immediately
after the Treasury-Federal Reserve accord in 1951.

The Treasury has obviously concluded, therefore, that there is con-
siderable merit in the extensive use of the auction technique in selling
short-term securities. These issues, however, are hought almost en-
tirely in large amounts by professional investors who are thoroughly
familiar with the money market and participate in it on a day-to-day
basis, Bills are not ordinarily bought directly from the Treasury by
thousands of small banks, corporations, institutional investors, and
individuals, since most of these Investors do not have sufficient current
background information to submit knowledgeable bids. The Treasury
runs_the risk in an extension of the auction technique to other Treas-
ury issues of impairing the opportunities for sma]l and medinm-size
mvestors to buy new securities directly from the Treasury. Exten-
sion of the auction technique might be taken to imply that the Treas-
ury ‘was not inferested in small apd medinm-gize ifvestors haying
the same chance to buy from the Treasury on the terms available to
large investors—either discouraging the small investors entirely from
participating in financings, or 1n effect telling them that they would
do better by%)uyihg through their bank or dealer rather than directly.

The Treasury does not believe that these criticisms apply to the
auctioning of Treasiry bills, which are primarily money market in-
struments issued for periods no longer than 1 year.
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Question 39. With reference to the Fed’s open market operations, you
Tmow about the 17 dealers with whom the Open Market Com-
mittee does all of its trading. Is it your understanding that the
Open Market Committee gives those dealers support at times—in
other words, when the dealers are overloaded with bills, the Open
Market Committee bails them out either with loans—which they

_call repurchase agreements—or by buying in some of their bills?

Answer

One of the basic functions of the Federal Reserve System is to assist
in smoothing the flow of funds in the money market. These purposes
must be accomplished, however, in a manner consistent with the exist-
ing monetary policies of the Federal Reserve System. The questions
raised here are, of course, matters of Federal Reserve rather than
Treasury responsibility. It is our understanding, however, that the
purchase of bills by the Federal Open Market Committee takes place
only when it is necessary to make adjustments to smooth out day-to-
day flunctuations in the money market, or in connection with a prede-
termined policy of easing or restraining bank reserve positions.

Similarly, the Open Market Committee engages in repurchase agree-
ments with dealers from time to time in order to facilitate the flow
of funds in the money market. In all such cases the initiative remains
with the Federal Reserve, which determines the timing, the interest
rate, types of securities, and other conditions of the transaction. The
rate on such financing is generally the same as the discount rate at
the Federal Reserve Bank of New York. In periods of credit restraint
this rate usually has been lower than lending rates at New York City
banks, but when credit is easy it usually has been higher. Since this
source of funds is available only at the option of the Federal Reserve
Bank of New York, dealers cannot regard it as a continuing source of
financing. It is available, of course, only to nonbank dealers rather
than to all 17 primary dealers, since the borrowings of bank dealer
departments are handled through the bank’s own sources of funds,
including (on occasion) the Federal Reserve System. It is our under-
standing that the determination by the Federal Reserve Bank of New
York as to the number of dealers eligible to borrow from it is based
strictly on an impartial appraisal of the ability and willingness of
dealers to make markets—to both buy and sell throughout the range of
Government security maturities.

Question 40. Why doesn’t the Treasury sell all of its marketable
securities by the auction method?

Answer

As noted in the reply to question 38 the Treasury has found that the
auction technique is quite useful in marketing Treasury bills. The
application of the same technique, however, to longer term securities
If)rﬁsents a number of problems, as noted in the paragraphs which

ollow.

A major objective of Treasury debt management policy is, of course,
to promote as broad a distribution of the public debt as possible. In
this way more of the debt can be placed in the hands of longer term
investors. Savings out of current income can be tapped and less re-
liance is needed on borrowing from commercial banks.
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Subseriptions to new offerings of Treasury certificates, notes, and
bonds issued on a fixed price basis are made by thousands of small
banks, corporations, associations, and individuals throughout the
country. Most of these investors do not have enough current back-
ground data to submit a knowledgeable bid for these securities. If
the competitive procedure were used, therefore, the Treasury could
be in a position of impairing the opportuinty now open to small and
medium-sized investors of buying new securities directly from the
Treasury. Asisnoted in the reply to question 38, this might be taken
to imply that the Treasury is not interested in their having a chance
to buy from the Treasury on the same terms as large investors.

Furthermore, on fixed price issues the Treasury can more easily
control the amount issued to any single investor or investor class than
it could on an auction. Total subscriptions from commercial banks
on medium and longer term bonds, for example, are typically limited
to a certain percentage of capital and surplus and on occasion sub-
scription limitations from other types of investors have been used.
Substantial downpayments are also often required to minimize spec-
ulation. Allotments in full are always made to small investors. In
addition allotments (actual security issuances) to different investor
groups may vary considerably, with preference usually given to sav-
ings-type investors. The allotment procedure, in particular, would be
extremely difficult to use in connection with an auction, and there
would be difficulty in adapting other successful marketing techniques
to the auction method.

Another way of looking at the problem is that the competitive sit-
uations arising from the auction technique in handling short Treasury
issues versus long Treasury issues are quite different. In the auction
of a short-term security the professional underwriters who purchase
for secondary distribution are competing not only among themselves,
but are also competing with a large number of professional buyers who
are purchasing for their own investment needs. Thus the market
underwriters have to consider not only the underwriting competition
but they also have to submit bids that are competitive with those sub-
mitted by the primary investors who are well acquainted with this
market technique.

On the other hand, in a longer term issue the use of the auction in-
strument would undoubtedly generate bids almost exclusively from
the professional underwriters, both dealers and banks, who would
then do the secondary distribution. In this case the professional
underwriters have to worry only about their underwriting competition
and do not have the competitive influence of informed bids submitted
by primary investors,

It should also be mentioned that most new Treasury securities are
not issued for cash but are offered in exchange for maturing securities.
Use of the competitive bidding system on all new securities would
mean, presumably, that the Treasurry would pay off all maturing
issues in cash and issue new securities. At the present time, most
holders of maturing issues—again, many of them small holders—
simply turn in the old security for the new one. If, however, each
holder has to enter a competitive bid for the new securities, he again
runs the risk of being left out and of having to buy the securities
back from some successful bidder. :
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Competitive biddihg for all néw issiiés would also tend to add to the
amotint of purchases by those buyers familiar with bidding tecliniques
who would submit bids at relativély low prices just on the chance thit
they would be accepted. This would be particularly true in a period
where iiiterest rates are rising and credit is fiot so readily available.
In such periods, reluctant buyers would tend to indicate their lack of
enthusiasm for Government securities by offering low bids (high
interest rates). One tesult of competitive bidding under such cir-
cuifistaiicés would, thérefor, terid to Be a net increase in the cost of
interest on thé public debt to the Treasury—and to the taxpayer.

In addition, if the successful bids were s6 low as to produce interest
rates on thé néw securities well above the market, the éiitite market
could be upset, with unfortunaté implications for both deébt maiiage-
ment ahd monetaty policy. I many instdnces, therefore; too gréat
use, of competitive bidding would tend to preveiit the Treasiiry froth
fully exércising its debt idiiagemient regponsibilities.

~ On long-terri issues the problem of the leverage effect of a sihall
yield differenceé is causifig & lirge difference in price comes into play.
A quarter of 1 pércent spiedd in yield on a 3:percent 91-day bill 18
worth only 63 cents on a $1,000 bill. On a 3 pérceiit 1-yedr issué it
is worth $9.45 per $1,000, and on a 3 percent 20-yeir bond it is Wworth
approximateély $37. That meahs that even though the high and low
acceptéd bids on a 20-year Bond dré within a seemingly ilarréiv range
of one-quarter of 1 percént, thé pricé range would be all the way from
$963 to $1,000. Let us assume that the average bid accepted is $985.
A a résult, the bidder who was shrewd (or licky) shough to get his
bid accépted at $963, thé %tail? bidder, is ercoiithgéd to sell his bond
immediately for a quick speculative profit 4$ long as theé market price
is well dbove his cost. If many of thdse who bouglit, Bonds cheaper
than the averdge do this, of colirsé, théir profits will shririk s the
price goes down, but in the process they will hive succestléd ini knock-
ing the mitket dowr and interfered with the ortlerly distribution of
the issues by legitimaté utidérwriters to ultimiaté owhets. The second
distribution of an auctiohed bond would be farthet iimpaired; of
_coursg, by the qbvitjus rehictatice of siicééssful bidders whio piid above
the average price to take a loss on the transaction at thé rifirket piice
even if it remains steady at the avérage bid.

T¥o more points nay be itiadé. My ihstibutional portfolio dn-
agers dislike the auctioh techniqué because they Hive to seledt a price.
If _tl}ey bid high endugh to insute Bliyihg the nsW deciirities they
probably twill be abdve the dyerage acéeptéd bid @nd will be stibject
to the criticisii of their owh insbithtiot that they paid too iitich. If
they try to be sure to get under the average they thay be otside theé
range of accepted bids, aiid come awdy {0t the fuction (V‘\i?xi'ch is, of
coursé, based on sealed bids) with hothifig. Sints thers is always the
secondary market to fall Back on, maiiy iiivestors préfer tb take the
latter chance rather tHati the forier, thus téhding to 1o6wér thié average
price and increase the dost to the Treasury.

”.Tklé otlief point dlsb relaté§ to investor attittides. Quite apart from
tax ggqsﬂé'r&tioﬁS, the badic pféféféhce‘ by ifivestors ih governments is
for issitinge ab par. Miiy iivebtors ¥huy  coupot’—that i, they

_warnit 48 high a Fatd of ¢utrent edfiings a8 théy can get ratlier than
the same overall in¢ome consisting of %‘?ﬁvér‘ current earitings plus a
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capital gain when they sell the bond or it matures. These investors
(such as pension funds) prefer ta buy a 414-percent, 10-year hond at
par, yieldmg 434 percent to a 814 -percent 10-year hond at a little ynder
92, also yielding 414 percent. QOn the other hand many jnvestors pre-
fer not to buy at a premium because they would rather not get part
of their capital back, in effect, with each interest payment.

There are also serious potential tax complications involved in
Treasury auctioning of any securities other than Treasury bills—par-
ticularly with reference to longer-term bonds. In an auction of any
coupon issue it would still he necessary for the Treasury to price
issues to some extent; a coupon rate has to be placed on the security
in any event. However, no bid could be accépted below a certain
discount under par without tax complications. If the discount were
less than ene-fourth of 1 percent below par for each full year to
maturity en the new securig , the ingrease in value to par sould be
a capital gain. But securities issued at any greater discount would
be subject, to the tax-law provisions governing original issue discount,
and the increase in value to par in this case would be taxed as ordinary
income, with a proration based on time if more than one holder is
invelved. These provisions do not apply to bills since they are not
a capital asset for tax purpeses and all increases in value are taxed
as ordinary income.  ’

This would not be as great a problem if the Treasury issued all such
securities at the same price. Eut with an auction, bids may be ac-
cepted at a great many different prices. Each of these securities issued
In acceptance of varying bids ‘would have a different original jssue
discount under the tax law. Furthermore, even securities issued with
the original issue discount might be accorded different tax treatment
as the result of transactions in the secondary market. In addition to
producing a multiplicity of slightly differing types of the same issue
in the market, this would create additional confusion in evaluating
them. Thus, investor interest in such issues would be effectively
undermined.

The Treasury believes, therefore, that there are formidable obstacles
in the path of a successful application of the auction technique te in-
termediate or longer term bonds.” We are pleased, however, with the
results to date of the rapid expansion of the auction technique in the
very short-term area which we have undertaken recently, and certainly
do not foreclose the possibility of further expansion of auctions in that
area. We believe further that the present practice of offering Treas-
ury certificates, notes, and bands at prices and interest rates determined
by the Treasury dees result in an effective distributien of new Treasury
issues at minimum cost to the taxpayer. In the last analysis, a peten-
tial buyer of a new Treasury issie must find the rate of interest at-
tractive or he will prefer to buy a security in the outstanding market
regardless of whether the Treasury evaliates that attractiveness for
him by setting a priee, or whether he tries to measure the amount of
attractiyeness hjmself in terms of submitting a bid,
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Question 41. Isn't the auction method the best method for finding out
what the lowest rate is the Trea.m‘%ehas to offer in order to sell
a given quantity of securities? In other words, the auction method
seems to do away with guessing what the market rate is and avoids
the risk of guessing too high?

Answer

The answer to this question is fully set forth in reply to question 40.
In summary, however, the Treasury feels that it 1s extremely diffi-
cult to evaluate the relative cost of selling securities by auction versus
Treasury pricing in advance. Since the circumstances surrounding
each financing differ materially, there is no direct basis for compari-
SOn.

Critics of the auction technique point out that the highest rate on
any Treasury issue sold in 1957, a period of monetary restraint, was
on an auction of a Treasury bill; the average rate paid was 4.17 per-
cent and the highest rate on an accepted bid was 4.25 percent. Many
market observers argue that a fixed-price issue could have been mar-
keted at a lower rate. }

Critics of the auction method also refer to the $2 billion of 1-year
Treasury bills sold at auction last July. The average rate of 4.73
percent was viewed as quite high at the time; this is especially true
when it is realized that the return to the investor who obtained the
bills at the average rate was in reality 4.99 percent, reflecting the dif-
ference in the method used by the market to compute interest on bills as
compared with other Treasur securities.

In connection with the July 1959 auction of 1-year bills, opponents
of the auction method point out that these securities traded at much
lower yields in the secondary market, falling below 414 percent within
the first week and a half and below 41/ percment within 3 weeks of the
offering. Still, there can be no firm conclusions drawn from this ex-

erience, inasmuch as the tone of the entire money market improved
In the weeks following the auction.

In practice, it would appear to be very difficult for the Treasury to
prove any significant interest cost saving by the auction method in the
short-term area. We believe that it is even more unlikely that the
Treasury would be able to realize lower costs in auctioning longer
term securities. As pointed out in the reply to question 40, the dis-
advantages of using the auction method for marketing longer term
securities include: ?1) The tendency of unenthusiastic buyers to sub-
mit low bids since they are interested only in a bargain, with greater
encouragement to speculators; (2) the greater leverage effect on prices
of long bonds, where a small yield difference is reflected in a large
difference in price; (3) the less effective control by the Treasury of
allotments to different classes of investors under the auction system;
(4) a general dislike for submitting bids on the part of many profes-
sional portfolio managers because of potential criticism if they pay
too much in the auction, also working toward lower bids and higher
interest rates; (5) the greater uncertainty from the Treasury’s stand-
point of an issue being covered adequately, which in itself could have
an important market effect in raising interest rates generally; (6) the
desirability of par purchase by many investors who find either dis-

counts or premiums unattractive; and (7) the confusion involved in
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the market handling of issues which could have as many different tax
consequences as there are accepted bids at different prices.

Question 42
Question not submitted.

Question 3. Has the T'reasury ever tried to sell a long-term issue by
the competitive bid method?

Answer

The auction method (or tender method, as it was referred to at the
time) was based on a number of occasions in 1934 and 1935 on both
direct Government issues and Federal agency issues. Although the
market reaction to the first of these auctions was satisfactory, succes-
sive use of the technique was generally accompanied by a reduction
in the amount of bids submitted, a wider spread in the bidding, a
heavy concentration of bidding by New York banks and dealers as
compared with other investors, and the necessity of substantial market
support by the Treasury in some instances. The technique was last
used in August 1935, ending with a $100 million Federal Farm Mort-
gage Corporation issue for which only $86 million tenders were re-
ceived. description of the events at that time is well documented
by a staff memorandum prepared in September 1940, excerpts from
which are reproduced below.

SELLING U.S. GOVERNMENT DIRECT AND GUARANTEED ISSUES BY TENDER
(Excerpts from staff memorandum prepared in September 1940)

‘With respect to the broad use of the tender method in the sale of securities
by the Treasury, the proponents of this method, prior to the actual operation
of the plan in selling direct and guaranteed securities in 1934 and 1935, believed
that there were several distinct advantages compared with the regular quarterly
offerings by subscription. These were as follows:

1. The Treasury could obtain. required funds at a minimum interest cost.

2. Market conditions would tend to be more stable, since the Treasury
could do its financing when the market was strong, and could remain out
of the market during periods of weakness.

8. The Treasury would not be forced to accept prevailing market condi-
tions on the quarterly dates.

4. The method would permit small issues to be increased gradually from
time to time by subsequent offerings, in whatever amounts the Treasury
saw fit to issue.

Contrary to these expectations, however, the market voiced disapproval of the
tender method after it had been in use for a while. Although the poor reception
given to the last few offerings on tenders was undoubtedly influenced somewhat
by other factors unmsettling to the market, several important criticisms of the
tender method were made as follows:

1. Initial distribution was sharply restricted. Many banks and investors
outside of the largest centers felt that they were not in a position to gage
the market with any degree of accuracy, and those who did submit bids
generally paid the highest prices. The largest portion of the new issues
awarded above the average price for each went to bidders outside New
York City, while most of the amounts awarded at or below the average went
to banks, brokers, and dealers in New York. New York City banks and
dealers bid for about two-thirds of the accepted total; and of the two most
successful issues, 82 and 83 percent, respectively, were taken in the New
York district.

2. After the first issues, the market became somewhat nervous over the
extent to which the tender method was to be employed. Due to uncertainty
as to the time, size, and frequency of such offerings, they had the same effect
on the market ag if a known seller was waiting to dispose of a very sub-
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stantial block of bonds at any time. Banks and dealers were unwilling to
make commitments as freely, and the market generally was not afforded
sufficient respite in which to absorb the offerings. This was especially im-
portant because the initial distribution was not as comprehensive as usual.

3. The profit inducement was practically wiped out, in that the almost
certain market premium on issues offered in the regular way, which had
served as an inducement to smaller banks and others to subseribe, was
eliminated. The market believed that under the competitive bidding
method the probable profit would be small and uncertain, and many in-
vestors, feeling that the prospective small profit did not justify the risk
involved, refrained from bidding. This was particularly true after the
out-of-town institutions bid for the new bonds near the current market, only
to find the dealers and larger banks receiving sizable amounts at prices
substantially under the market.

Even this latter group seemed dissatisfied with the profit available, al-
though there apparently was short selling in the market against bids for
the new issues placed below current levels. Generally, the underwriting
margins were smaller and more precarious, while secondary distribution
was made difficult by the frequency of offerings.

4, There appeared to be an increasing tendency toward lower prices.
Prospects of a continued supply resulted in the dropping of bids by dealers
and the larger investors in close contact with the market. This, coupled
with short selling and the psychological effect of the increasing Federal
debt were all factors pointing toward a decline in quotations. The short
selling provided a cushion of bids by tender and under normal conditions
might have been helpful but it is likely that the repeated selling against
each offering had an undue influence on market prices.

In considering the merits of the tender method for selling large amounts at
frequent intervals, of other than very short maturities, such as 90-day Treasury
bills, there are several questions which seem to be worthy of consideration.
Principally, they are:

1. Does the Treasury’s aim of wide distribution into strong holders be-
come realized?

2. Is general interest in Government securities stimulated and encouraged
as much as it is by a definite offering at a price, which almost always has
been heavily oversubscribed?

3. Can the Treasury be sure that any particular issue will be successful?
Under the regular method, the Treasury has been able to insure the success
of an issue by adjustment of the coupon rate and maturity date, but, in
offerings by tender there is no assurance that a satisfactory total of tenders
will be received or that the bids will be within an acceptable price range.

4, Would the market reaction to a single large issue be as unfavorable
as it was to frequent offerings of smaller amounts in an indefinite aggregate?

5. How does the cost of interest compare with that under the regular
method?

6. Is there a political disadvantage in selling an additional series of an
outstanding issue under the existing market price?

In order that a more detailed study of the tender method might be made, the
remaining part of this memorandum is devoted to a brief review of the Treasury
offerings by tender in 1934 and 1935, and to the details of each offering, includ-
ing data concerning market conditions.

REVIEW OF OFFERINGS BY TENDER

With the exception of the regular Treasury bill issues and the $50 million
Panama Canal 3s (which were sold in March 1911 at an average price of
around 1021%) all of the direct and guaranteed issues sold on a tender basis
were offered in 1934 and 1935. In July 1934 $100 million Federal Farm Mort-
gage Corporation 3 percent bonds of 1944-49 were offered. (There were §171
million of this issue outstanding at the end of June.) The action of the
Treasury in handling the financing for a Government agency represented an
innovation, and as the Treasury lacked discretion in fixing the coupon rate, it
was decided to sell the issue by the tender method. In August, following weak-
ness in the market due to European news, three new issues of short term Home
Owners Loan Corporation bonds, totaling $150 million, were sold in the same
manner.
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No further financing of this nature was done until May 1935, when plans
were formulated to apply the tender method to the offering of additional amounts
of Treasury bonds. Press reports at the time stated that the Treasury be-
lieved this method would prove less disturbing to the market than the cus-
tomary policy, and that the Government would obtain required funds at a mini-
mum of cost. Accordingly, an offering was made on May 27, 1935, of $100
million 3 percent Treasury bonds of 194648, of which there were $825 million
already outstanding. An additional lot of $100 million of the 1946-48 issue
was sold late in June, and three blocks of $100 million each of 274s of 195560,
which were already outstanding in the amount of $2,304 million, were offered
on July 15, July 29, and August 12 respectively. The method became increas-
ingly unpopular during this period, as indicated by the criticism which developed
in the market and also by the fact that both the total tenders and the number
of tenders received for the last two offerings were sharply lower than for
the two immediately preceding. Notwithstanding the adverse comment, un-
settled market conditions which had made some Treasury support necessary,
and dwindling interest in the offerings, the Treasury offered $100 million
11, percent Federal Farm Mortgage Corporation bonds of 1939 on August 26.
Total tenders amounted to only $85,592,000, against which $85,172,000 bonds
were issued at an average price of 99. The offering was conceded to be a
failure and the method was discontinued.

MARKET CONDITIONS MAY 15 TO SEPTEMBER 1, 1935

Prices of Treasury bonds were fairly steady, prior to the initial offering of
1946-48’s on May 27, but a slightly easier tendency was apparent. The novelty
of the tender system depressed prices temporarily, but these losses were regained
in the next 2 weeks, and prices moved slowly upward until July 19-20. The mar-
ket was quiet and fairly steady until August 1, but turned downward in August
and losses ranging up to 214 points took place between the early part of the
month and August 27. There was an irregular upward reaction of as much
as three-eighths of a point between August 27 and September 1.

Various external factors influenced the market during the latter part of
this period, and undoubtedly increased its vulnerability to the disadvantages
of the tender method. The main influence was the Ethiopian crisis, not yet at
its peak, but already a disturbing factor. Some thought was also being given
to inflation particularly in regard to certain aspects of the omnibus banking
bill then before Congress, and to the administration pressure on Congress to
dispose of several other measures by passing them as quickly as possible in
order to speed up adjournment.

DETAILS OF INDIVIDUAL OFFERINGS

1. July 23, 193}—3100 million 3 percent Federal Farm Mortgage Corporation
bonds of 1944~49

These bonds were an additional series of the issue originally dated May 15,
1934, and of which there was a total of $171,036,400 outstanding on June 30,
1934, On that date the total guaranteed debt amounted to $680,767,817, in-
cluding $234,814,667 Reconstruction Finance Corporation notes, $134,318,950
Home Owners Loan Corporation bonds and $140,597,800 other Federal Farm
Mortgage Corporation bonds.

Immediately preceding the offering, the market had been quiet with a some-
what irregular tendency. Guaranteed obligations were firm, but turned easier
after the announcement. The books closed on July 25, having remained open
3 days to permit full opportunity to subscribe, and by this time the issue had
declined about one-half point. Other guaranteed issues were three thirty-
seconds to eight thirty-seconds lower. Total bids of $195,081,600 were received,
and a total of $100,260,300 was accepted at an average price of 100.559.

Price range

Accepted tenders: Market price:
High 102, 250 Close July 22____________ 101840
LOWem o 100, 438 Low while books were
Average' ___________.____ 100, 559 open 1002142

12.92 percent call date.
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On July 26, all markets turned downward after the assassination of Chancellor
Dollfuss, and the Federal Farm Mortgage Corporation 3s closed at 99 and thirty-
one thirty-seconds bid. There was a rally of about one-fourth of a point on the
following day, but prices of all U.S. issues declined sharply, and during the next
2 weeks the Federal Farm Mortgage Corporation 3s fell to 98 and thirty thirty-
seconds bid (on August 11).

2. August 6, 1934—3$50 million each of 1%, 134 and 2 percent Home Owners Loan
Corporation bonds of 1936, 1937, and 1938

These were new issues of short-term bonds, and the only other guaranteed
Home Owners Loan Corporation issue outstanding was the 3 percent bond of
194452, of which there was $283,546,000 outstanding at the end of July. Prices
of both direct and guaranteed issues had been week, following the assassination
of Chancellor Dollfuss on July 25, and on July 26 there had been a drop of
nearly a point, with a slightly lower tendency in evidence during the following
week. After the announcement of this offering, quotations of guaranteed issues
declined one thirty-second to five thirty-seconds further.

Total bids of $233,126,600 were received for the three series combined, but
only $127,111,100 were accepted, the Treasury announcing that lower bids were
not in line with market conditions. The prices of the issued bonds were as
follows:

High Low Average Average
yield
Percent
15 101. 580 100. 411 100. 677 1.16
1%s 101.130 99 99,931 .77
b7 T 101. 035 99 99. 962 2.01

Yields on Treasury notes of roughly comparable maturity were as follows
(closing bid prices August 8, 1934) :

Percent
2 years (Aug. 1, 1936) 0.7
3 years 114 months (Sept. 15, 1937) 1.59
3 years 1014 months (June 15, 1938) . 1.77

Prices moved upward sharply (as much as 114 points for Treasury bonds) from
August 11 to August 17, and the new Home Owners’ Loan Corporation issues
gained about five-eighths of a point during this period. However, there was re-
newed weakness as selling increased from August 17 to August 30, but the Home
Owners’ Loan Corporation issues stood up well in the market, declining only
about one-quarter of a point net compared with one-half of a point to 1 point
for Treasury notes and bonds

3. May 27, 1935—8$100 million (additional) 8 percent Treasury bonds of 1946—48

The Treasury announced an offering by tended of the 3s of 194648, of which
$824.507,900 had been sold in June 1934, An excerpt from the New York Times,
of May 27, 1935, indicates the Treasury’s position regarding the tender method:

“Preasury officials are understood to believe that the sale of bonds to the
highest bidders, will prove less disturbing to the money market than the former
policy, and also that the Government will obtain the money it needs at a minimum
cost. Under the policy of selling the bonds at stated figure it has been necessary
for the Treasury so to gage the market’s appetite as to assure the success of an
offering, with the result that the interest rate has been slightly above the market.

“Another explanation is that the Treasury is seeking to avoid the marketing
of further issues carrying different interest rates than bonds already outstanding.
The moment is considered opportune for the test of an offering of the type
announced, as Government bonds have been enjoying a rising market.”

The market had shown an easier tendency just prior to the announcement,
and considerable price weakness resulted from it, although offerings were not
large. The outstanding 1946—48s declined from 103270 to 103192 during the 3
days that the books were open. The rest of the market also moved lower,
although short-term bonds showed only minor losses. Total bids of $270,027,000
were received, and while a larger oversubscription had been expected, the opera-
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tion was officially considered successful. Accepted bid ranged from 1032652 to
10314,.
4. June 2}, 1985—8100 million (additional) 8 percent Treasury bonds of 1946-48
Between May 29 and June 22 a moderate but steady improvement in prices
occurred. The 1946-48’s gained fourteen-thirtyseconds. Other long-term bonds
improved six-thirtyseconds to nineteen-thirtyseconds, while short-term bonds
advanced about three-quarters of a point. On June 24 an additional $100 million
of the 3 percent Treasury bonds of 194648 were offered. The closing price prior
to the announcement was 1032042, the bonds remaining practically unchanged at
this price throughout the 3-day period that the books were open. Tenders
received for this offering were much larger in volume and at prices closer to the
market than the previous oifering. The shock of novelty appeared to have worn
off and other influences on the market were more favorable. At the time of the
first offering many dealers were said to have gone technically short of the
194648’s later purchases of the bonds causing a rally in price, but in this
instance it was believed that few dealers were short. Bids totaling $461,341,000
were received, of which $112,669,000 were accepted at prices ranging from 103172
to 1032449, or an average of 1031845,

5. July 15, 1935—3100 million (additional) 2% percent Treasury bonds of
1955-60

Between June 26 and July 15 the long market was firm and somewhat higher.
During this period, on July 8, there was a cash issue at par and accrued interest
of $500 mililon 114 8 percent Treasury note of series B-1939 (due December 15,
1939). The cupon rate was looked upon as a new low for this type of financing.
Subscriptions aggregating $2,970 million were received and dealers reported a
consistently strong demand for the new notes on a when-issued basis at prices
ranging from 1001642 to 110204,

The announcement July 11 of a probable additional offering on a tender basis
of 2% percent Treasury bonds of 1955-60 (the longest bond in the market, of
which $2,304,102,800 were already outstanding as of June 30) was well received
by the market, although the price of this and several other long-term issues
declined several thirtyseconds. From July 15 to July 17, while the books were
open, the price for the 1955 60’s remained practically unchanged at 10204,
although the rest of the market advanced from one thirty-seconds to five thirty-
seconds. This offering was considered successful, total tenders for the country
amounting to $510,958,000. The tenders varied in price from 1012% to 10119%s,
the average being 10119,

6. July 29, 1935—$100 million (additional) 2% percent Treasury bonds of
1955-60

Prices of all direct Treasury issues were little changed between July 17 and
July 29 when the sale by tender of an additional $100 million 27 percent bonds
of 1955-60 was undertaken. This offering, although received less enthusi-
astically than was the similar offering 2 weeks earlier, influenced prices only
slightly. While the books were open the market remained steady with nomi-
nal changes only, the 1955-60's selling at 101204, high, 1011932 low, and closing
on July 31 at the latter price. Tenders aggregating $320,981,000 were received,
as compared with $510,958,000 at the previous offering. The price range was
from 1011742 to 1012430, with an average of 101184o.

7. August 12, 1935—38100 million (aedditional) 2% percent Treasury bonds of
1955-60

Between July 31 and August 10 there was little demand for the longer issues,
prices declining up to one-half point, although the short bonds were unchanged
or only slightly easier. Apparently many of the 2% percent Treasury bonds of
1955-60 received on the offering dated July 29 still remained on dealers’ shelves.
Following the announcement on August 12 of another issue of $100 million of
the 1955-60’s, the market turned weak. There was some apprehension reflected
in the market at this time as to both the frequency of offerings and the total
amount intended to be raised by this method, and losses up to 1332 were recorded
by the general list. Moreover, as little buying interest was being shown in the
market for the longest bonds, the market voiced objections to the additional
offerings of 1955-60’s, which was by far the largest Treasury issue outstanding
and also the longest term. While the books were open, August 12-14, the price
for the 1955-60's declined from 101%:2 to 1002742. The average price of the
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bonds issued was 100234, Total tenders of only $147,264,000 were received, by
far the smallest on any of the Treasury bond offerings.

During this period when the Treasury raised $307 million through the 3 re-
openings of this issue, market weakness resulted in Treasury purchases in the
market of $74 million of the 27%s, or almost a quarter of the total.

8. August 26, 1935—8100 million (new series) 1% percent Federal Farm Mort-
gage Corporation bonds of 1939

Under unfavorable market conditions, prices having declined almost steadily
for the preceding 3 weeks, $100 million 134 percent bonds of the Federal Farm
Mortgage Corporation were offered on a tender basis on August 26. Weakness
continued between August 26 and 28 while the books were open. The issue was
not successful, only $85,592,000 total tenders being received, of which $85,172,000
were accepted. Prices of the accepted tenders ranged from 100 to 98, averaging
99, and affording an average yield of 1.762 percent. Comment in the press was
to the effect that the coupon rate had been shaved too close. No comparable
issue of Farm Mortgage bonds was outstanding at the time, although at market
prices two Treasury note issues with 1939 maturities yielded approximately
1.30 percent, and the 114 percent Home Owners’ Loan Corporation bonds of 1939
yielded 1.61 percent.

The new issue was quoted in the market at 99135 bid on August 30 and ad-
vanced with the general market during the next few days to sell around 992632.
The balance of $15 million, for which no tenders were received, was sold pri-
vately, through regular market channels, between October 8 to 14, at prices rang-

ing from 100 to 100%4.

Question 44 Has the Treasury made any factual studies to determine
whether it gets a wider distribution of its securities among initial
purchasers by the fized-price method than it would get by the
auction method?

Answer

As indicated in the reply to earlier questions, there is a strong pre-
sumption that the initial distribution of any securities sold by the
Treasury would be more concentrated among professional purchasers
under the auction technique than under direct subscription at a fixed
price. There may also be a tendency toward greater concentration
of the eventual ownership of the new issue.

The technique of bidding can be used with facility only by those
who are active and continuing participants in the market. Thus
small institutional buyers as well as individuals would tend to rely
almost completely on purchases in the secondary market. Over the
long run such purchases could only be made at a less attractive price
than that paid by the original purchaser (and therefore with a lower
interest return) since it is assumed that successful bidders would tend
to sell more of their securities at a profit than at a loss on an average.
The greater concentration of new issues in professional hands result-
ing from auctions seems to be borne out by the Treasury’s experience
in auctioning long-term bonds in 1934 and 1935.

Even in the case of Treasury bill auctions, where investor interest
is certainly much more narrowly confined than in the case of long-
term securities as far as ultimate holders are concerned, there 1s
evidence in recent years that the initial distribution of auctioned
Treasury tax anticipation bills has been somewhat more concentrated
than in the case of fixed rate Treasury tax anticipation certificates.
The extent of concentration of original allotments between the two
types of issues is brought out clear% by the table below which sum-
marizes the results of offering six ofy the tax anticipation bills which
have been auctioned, the three long-term bills (up to 1 year) which
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have been auctioned, and the six tax anticipation certificates (or
fixed rate bills) which have been sold by the Treasury at a fixed price
during recent years. All of the issues included could be subscribed
to by commercial banks by deposit in Treasury tax and loan account
equal to the full amount of the subscription.

(Percent]
Auction
Fixed price
certificates
Annnal Tax antici- and bilis
bills pation bills
Percentage of allotments accounted for by:

Commercial banks.__.. 98 9 69
Dealers and brokers. . ... 2
Nonfinancial corporations 25
Savings institutions..____.._______ . """ 2 9 1
Individuals_....__...______T_ 1
All other investors 2
Total 100 100 100

It is not unexpected, of course, that commercial banks account for
most of the initial allotments regardless of the way the securities
are offered since they act as primary underwriters and distributors
(either directly or through dealers) 'of most new Treasury issues by
subscribing through payment in Treasury tax and loan accounts. On
longer-term issues the commercial bank proportion is, of course, much
smaller even though they also participate actively in the secondary
distribution of intermediate- and longer-term bonds. Since the be-
ginning of 1953 allotments to banks of over 10-year bonds, for exam-
ple, total less than one-third of the allotments made by the Treasury
on such bonds. Very few of these bonds remained in commercial
bank hands for more than a few months. It would appear logical
to conclude, therefore, that thee ffect of adoption of the auction tech-
nique for longer bonds would be to increase the concentration of ini-
tial distribution of bonds to banks in the first instance. In addition,
it may be concluded that because of the greater initial concentration
the eventual distribution might not be quite as widespread as at
present.

Question 45. When an issue is oversubscribed, what is the Treasury’s
method of determining the allotments?

Answer

The Treasury’s determination of the method of making allotments
will vary from one type of security to another and from time to time.
A table is attached which indicates for each Treasury cash offering of
Treasury bonds (running 5 years or more to maturity) since 1953,
the percentage and amounts allocated to savings-type investors, to
commercial banks, and to all other investors. Federal Reserve banks
do not participate in Treasury cash offerings. Government invest-
ment accounts participate only to the extent announced in advance of
the offer, usually $50 million or $100 million, and typically only on
bond issues. On exchange offerings, of course, all allotments are
characteristically made in full. Small investors are always allotted a
certain minimum amount in full. The right-hand column of the at-
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tached table shows the amount of subscriptions allotted in full for
each cash issue.

The basic principle which the Treasury follows in allotting sub-
scriptions to new cash issues of bonds is that longer-term bonds (ap-
proximately 10 years or more to maturity) are primarily designed for
sale to savings-type investors—insurance companies, mutual savings
banks, savings and loan associations, public and private pension
funds, fraternal benefit associations, and similar types of organiza-
tions. The Treasury makes every effort to see t{at true investor
demand is satisfied at the time the offering is made. It also does
everything it can to help make available a supply of long-term securi-
ties through commercial banks and dealers to satisfy needs of those
investors who for one reason or another were unable to participate in
the original offering. The Treasury also permits on occasion the use
of deferred payments by savings-type institutions that might wish to
spread their purchases of the new issue over a period of several
months to coincide more exactly with -their flow of available funds.

As a fundamental principle, the Treasury also tries to make certain
that the securities are taken both initially and in the secondary market
by true investors rather than by speculators. There are several
methods used by the Treasury to accomplish this purpose. One of
these is by the application of the smallest allotment percentage, typi-
cally, to all other investors. This “all other” group is sometimes
dominated by individuals who buy principally to speculate rather
than by true investors. The Treasury has found over the years that
legitimate individual demand for a new long-term Government se-
curity is effectively met in most cases by allotting a minimum ranging
from $5,000 to $50,000 in full. Larger demands for genuine invest-
ment in Governments can be more effectively handled through the
secondary market on outstanding issues (including the new security)
than by increasing the minimum allotment. Individuals may, of
course, if they wish, put in a larger subscription, subject to a rela-
tively low allotment percentage, but if they are speculators they are
discouraged from doing so by the fact that in some cases the amount
of cash they have to put down may be a sizable percentage of the
values of the securities they will receive. They receive, of course, no
interest on the deposit (although the Treasury does refund excess
deposits after allotments have been made). The Treasury also takes
steps to minimize speculation on new issues by a close review of sub-
scriptions at each Federal Reserve bank and by discouraging bank
credit extension for purposes of carrying purchases.



Allotments of Treasury bonds offered for cash, 1953-59

Percentage allotments Dollar amount of allotments (millions of dollars) Subscrip-
Date of tions sllotted

financing Security in full up

. Savings type | Commercial | All other Total To savings | To commer- | To all other to and
investors ! banks investors institutions 2{ cial banks investors ? | including—

May 1,1953 | 34 percent of June 15, 1978-83 20 20 20 $1,188 $107 $131 4 $860 $5, 000
Nov. 9,1053 | 234 percent of Sept. 15, 1961.._ 824 16 16 2,239 423 1,296 520 10, 000
July 20,1955 | 3 percent of Feb. 15, 19956 ___.. 65 30 30 821 393 216 212 25, 000
Oct. 11,1957 | 4 pereent of Oct. 1, 1969 ... 10 10 10 657 54 206 307 , 000
Dec. 2,1957 | 376 percent of Nov. 15, 1974._. 26 10 10 654 201 189 264 10, 000
Feb. 28,1958 | 3 percent of Aug. 15, 1966._... 20 20 20 1,484 147 676 661 10, 000
June 3,1058 | 314 percent of May 15, 1885 ... 60 40 25 1,135 357 213 565 5, 000
Jan, 23,1959 | 4 percent of Feb. 15, 1980_.__.__________ 870 35 15 884 377 170 337 1.5, 000
Apr. 1,1959 | 4 percent of Oct. 1, 19698 . ..o 865 35 20 619 87 335 197 810, 000

1 Includes pension and retirement funds, public and private, endowment funds, insur-
ance companies, mutual savings banks, fraternal benefit associations, labor unlons’
insurance funds, savings and loan associations, credit unions and other savings institu-
tions (not including commercial banks).
¢ L (Iiuchﬁes insurance companies, mutual savings banks and public and private pension

unds, only.

# Includes savings Institutions not included in footnote 2 and investments of foreign
balances and international accounts in this country, nonfinancial corporations, individ-
uals, dealers and brokers, and U.8. Government investment accounts.

4 Includes State and local and corporate pension funds, as separate allotment data for
these classes are not avallable prior to July 1953.

¢ 4 é.lso includes States, political subdivisions or instrumentalities thereof, and public
unds.

¢ Reopening of existing Issue.

7 All subscriptions up to a maximum of $25,000 were allotted in full where accompanied
by 100 percent payment at the time of entering the subscription; all other subscriptions
for $5,000 were allotted in full.

8 Subscriptions for $25,000 or less from savings-type investorstand commercial banks,
and $10,000 or less from all others, were allotted in full,
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Question 46. In view of the statement frequently made that the
Treasury wishes to get its securities into the hands of savers,
why is it that it allots a portion of oversubscribed issues to the
commercial banks?

Answer

As noted in the reply to question 45, allocations of bonds to com-
mercial banks in large part reflect the underwriting function which
the banks perform for the Treasury. In helping to distribute newly
offered securities to appropriate types of investors—to savings-type
investors in the case of long-term 1ssues—subscriptions by banks and
others are frequently limited in amount. This i1s done to eliminate
the possibility that any bank will bid irresponsibly for an unduly
large part of a new issue with the possibility of embarrassment to
itself, to the Treasury, and to the efficient functioning of the Govern-
ment securities market. This restriction on subscriptions typically
takes either of two forms—a percentage limitation related to the
capital and surplus of each bank, or to the time and savings deposits
of each bank, or a combination of the two. The attached table indi-
cates the restrictions on commercial bank subscriptions for each new
cash issue of Treasury bonds beginning with 1953.

It should be noted that Treasury allotments of new cash issues of
over-10-year bonds to commercial banks since 1952 amounted to $3
billion, of which approximately $114 billion remained in commercial
bank holdings 3 months after they were issued and less than $1 billion
12 months after issue.

The policy of relating commercial bank subscriptions for Treasury
bonds to time and savings deposits reflects the fact that commercial
hank savings accounts may be more appropriately invested in longer
maturities of Treasury securities than is true of commercial bank
demand deposits. Commercial banks typically do not segregate assets
in the investment of demand versus time deposits, but most banks
follow some rough rule of thumb in investing time deposit money in
Treasury bonds, mortgages, State and local government securities, and
other securities. Many small banks have a high proportion of their
deposits in savings accounts. For banks as a whole time_accounts
have been growing more rapidly in recent years than demand deposits
and now total more than $65 billion out of total commercial bank
denosits of over $200 billion.

It is appropriate, therefore, that some part of commercial bank
assets associated with their growing savings accounts be invested in
long-term Government securities rather than short-term issues. This
has not been reflected in an expansion of holdings of longer term
Government securities. Commercial banks at the present time have
only about $4 billion of marketable U.S. Government securities run-
ning 10 years or more to maturity out of a total portfolio of around
€60 billion. These holdings of longer term Governments have de-
clined in the postwar neriod from about $7 billion to the present total
of about $4 billion. During this same period, commercial bank time
deposits have donbled—from $30 billion to more than $65 billion.
On the other hand, real estate loans held hy banks have risen by more
than $20 billion and holdings of State and local government securities
have increased by more than $12 billion. This expansion in private
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loans and securities has much more than offset the decline in holdings
of longer term U.S. Government securities.

It is apparent, therefore, that Treasury issuance of bonds to com-
mercial banks has been very modest in terms of an analysis of the
ownership structure of commercial bank holdings of Government se-
curities. An analysis of the functioning of commercial banks in the
Treasury long-term market reflects two factors: (1) Initial subscrip-
tions to new bond issues by commercial banks are primarily in pur-
suance of their underwriting function for the Treasury; (2) although
some increase in commercial bank holdings of longer term bonds
might seem justified on the basis of an increased volume of savings
deposits over the years, such an increase has in fact not materialized,
and commercial bank holdings of over-10-year Treasury issues are
lower now than at any time since the mid-1920’s.

Methods used in restricting commercial bank subscriptions to cash offerings of
Treasury bonds

[Dollar figures in billions]
Security offered
Date of Subscription formula for commercial banks An-
financing limited to: nonnced
public | Coupon Maturity
cash
offering,
about
Percent

May 1, 1953..| 5 percent of time deposits as of December 31, 1952 $1 3%/ June 15, 1978-83.
Nov. 9, 1853_._] None_ ..o oot cmomaecaieoaas 2 234f Bept. 15, 1961.
July 20, 1955_| 10 percent of timé deposits or 256 percent of capi- % 3 | Feb. 15, 1095,

tal,! whichever is greater.
Qct. 1, 1957___| 50 percent of capital 1 ¥ 4 | Oct. 1, 1969.
Dee. 2, 1957__} 25 percent of capital ! - 1 37| Nov 15, 1974.
Feb. 28, 1958 |.____ [ s T2 TP 14 3 | Aug. 15, 1966,
June 3. 1958. .| 2 percent of time deposits or 5 percent of capital,! 1 3% May 15, 1985,

whichever is greater.
Jan. 28, 1959._| 4 percent of time deposits or 10 percent of capi- 34 4 | Feb. 15, 1980,

tal.! whichever is greater.
Apr. 1, 1959__} & percent of time deposits ? or 15 percent of capi- 1% 4 | Oct. 1, 1969.

tal,t whichever Is greater.

1 Combined canital surplus and undivided profits.
2 Combined time certificates of deposits (only those issued in names of individuals, and of corporations,
associations, and other organizations not operated for profit) and of savings deposits.

Question 47. Has the Treasury given serious consideration to a policy
not to allot any portion of an issue to commercial banks when
the full issue can be sold to savings-type investors?

Answer

The Treasury has given serious consideration to the adoption of
such a policy. The suggestion has some appeal in that it would pre-
sumably involve the Treasury announcing in advance that in forth-
coming issues all savings-type investor subscriptions would be allotted
in full, thus eliminating any uncertainty as to what allotments might
be. We know of no occasion, however, when the Treasury has of-
fered a new bond running 10 years or more to maturity when the
amount of institutional savings demand would have been sufficient
to cover the entire issue being offered. As explainéd in the reply to
question 21, the fact that subscriptions under the present system
may even exceed the amount of the total issue as announced by the.
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Treasury in no way should be taken to suggest that that much in-
vestor demand for the new security really exists. The amount of total
subscriptions received from savings-type investors reflects the guess-
ing by those investors as to what proportion of their total subscription
they are likely to receive.

The last Treasury offering of a bond of more than 10 years to
maturity provides a good illustration of this point. Savings-type
investors entered subscriptions of $240 billion to the reopened 4-
percent bonds of 1969 in response to the Treasury’s announcement
that it wished to sell approximately $500 million of these bonds
for cash in April 1959. gubscriptions of $941 million were received
from commercial banks (under a subscription limitation of 5 percent
of the combined amount of time and savings deposits or 15 percent
of the combined amount of capital, surplus, and undivided profits,
whichever was greater), and $322 million for all other investors.
Small savings-type investors and commercial banks were each allotted
their full subscription up to $25,000. Subscriptions by all other in-
vestors were allotted in full only up to $10,000 in order to discourage
speculation. On larger subscriptions savings-type investors were
allotted 65 percent, commercial banks 85 percent, and all others 20
percent. (See table attached to reply to question 45 for similar data
on other offerings.)

Under this formula the savings-type investors received approxi-
mately $156 million of the new issue. The Treasury was informed
afterwards that many savings institutions did not expect as high
an allotment as 65 percent, and that that was one of the reasons why
the issue immediately went below par in price in the secondary mar-
ket. If the Treasury had announced ahead of time that all subscrip-
tions from savings-type investors would be allotted in full such
subscription would apparently have been somewhat less than $156
million.

In deciding upon the size of an issue the Treasury, of course, takes
into careful consideration the demand for the particular type of issue
through its market surveys of the real investor demand. In setting
the amount of the offering it will try to estimate not only the amount
of the savings-type investor demand as of the moment, but also the
demand which might develop for the issue in subsequent weeks and
months. This secondary market demand, together with legitimate
demand by banks for remvestment of time deposits, gives the Treas-
ury an idea of how much commercial bank buying would be appro-
priate. The sum of these two, plus a more difficult estimate of
legitimate individual, corporate, and other demand outside of banks
and savings institutions provides the guideline for the Treasury in
making its decision.

One further point should be mentioned. Even in the extreme un-
likelihood that savings-type investors had legitimate demand for the
entire issue because of a miscalculation by the Treasury as to the
size of that demand, the Treasury might still prefer to give at least
minimum allotments to commercial banks and dealers in order to keep
the usual channels of commercial bank underwriting and secondary
distribution functioning. This is a question akin to that of a business
firm keeping a sales organization provided with at least a minimum
of opportunity to exercise a legitimate function rather than cutting
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it off completely on one occasion and hoping that it will be available
again later on in case it is needed. As a practical matter, of course,
any Treasury miscalculation so great as to produce the circumstances
envisaged above would immediately encourage the Treasury to sell
additional amounts of a somewhat similar security within a reason-
able period of time.

The reply to question 46 has already presented the Treasurys’ rea-
sons for allotting securities to commercial banks, and has touched
somewhat on the problems associated with “all other investors.”

It is obvious that no particular investor group is purely a specula-
tive investor or a savings-type investor. In a sense, every purchase
of a Government security by a holder who does not mntend to hold it
until its maturity involves some element of speculation rather than
being a pure investment. The Treasury must, therefore, operate very
carei%ully in trying to draw a line between those purchases in anticipa-
tion of profit which are an inherent part of the market mechanism—
largely underwritten by commercial banks and dealers and including
a reasonable amount of turnover of holdings by other institutional
investors—and excessive speculation, where the only interest in Gov-
ernment securities is the possibility of a quick and substantial profit.
The latter group is particularly active when credit conditions are easy,
and this is even more true when there is prospect of further declines
in interest rates and increases in prices of outstanding bonds. This is
one reason the Treasury places subscription limits on commercial
banks. It is the reason the Treasury reserves the right to reject any
or all subscriptions when circumstances arise. It is also the reason
the Treasury prefers to issue long-term bonds for cash rather than in
exchange for maturing issues, since downpayment, subscription, and
allotment restrictions are not feasible in refunding operations.

On many occasions, certain “investors” who qualify as savings-type
investors also engage in speculative excesses, so that preferential allot-
ment to savings-type investors is not necessarily a guaranty against
speculative excesses. On occasion—particularly toward the end of
World War II financing—they too for that reason were restricted as
to the amount of subscriptions that could be entered.

Therein lies one of the most important arguments against a rigid
policy of 100 percent allotments to savings-type investors. If the
market were to depend on such a practice as established Treasury
policy, there would be tremendous incentives, at times when specula-
tion was a problem, for individuals and other “sharp” buyers through-
out the country seeking to speculate to enter their subscriptions in one
way or another through the medium of a savings-type institution.

The term “investor” defines the interests of all but a few savings
institutions. The possibility of abuse by a few members of the in-
dustry, plus the likelihood that once abuses take place there would be
a general breakdown of standards among many other savings-type
investors, presents a formidable obstacle in the path of successful op-
eration of the 100 percent allotment idea.

Although the Treasury is continually studying this problem as one
of many important techniques of debt management, it is currently of
the opinion that larger net acquisition of Government securities by
savings-type investors—and a smaller participation by those who are
looking only for speculative gains—is better accomplished by the
present system.
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Question 48. Does the Treasury plan in the period ahead to make
fewer offerings in larger amounts or to make more or less regular
offerings in smaller amounts?

Answer

The Treasury has already made substantial progress in improving
the way in which it handles the tremendous volume of financing which
it must undertake, even in periods of balanced budgets. .

The expansion during recent years of the Treasury bill instrument,
with securities sold at auction, 1s an example of what we believe can
be a proper application of the principle of making regular offerings
in small amounts. In this way nearly $35 billion of the public debt
has been placed on a routine basis so that its constant refunding has
a minimum impact upon the money markets. .

This program at the present time involves approximately $26 bil-
lion of regular weekly Treasury bills—$11 billion of 6-month bills
maturing at the rate of $400 million or $500 million per week, and
about $15 billion of 8-month bills maturing at the rate of $1 billion
to $1.2 billion per week. In addition, the Treasury now has $6 billion
of longer term Treasury bills maturing on midmonth dates in January,
April; and July, with a fourth issue of similar size to be offered with
an October 15 maturity. It is expected that this series of 1-year bills
will also be handled in routine fashion at each maturity date.

The Treasury in addition has developed a pattern of tax-anticipa-
tion bill maturities, of which there are currently 714 billion outstand-
ing, maturing on the heavy corporate tax collection dates at mid-
March, June, September, and December. Since these issues are sold
to cover seasonal borrowing needs in anticipation of tax receipts
they are, of course, paid off at maturity, but a cycle of $6 to $9 billion
under present circumstances is likely to be outstanding at any time.
Since the principal need for tax anticipation securifies is still in
March and June, rather than September and December, it is to be
expected that offerings of March and June tax-anticipation maturities
will continue to be substantially larged than offerings of September
and December maturities.

Other Treasury market offerings in recent years have been typically
scheduled for maturity in the other 4 months of the calendar year—
mid-February, May, August, and November. For the year ahead
the total maturities in these months average about $9 billion, about
$4 billion of which is held by the Federal Reserve banks and Govern-
ment investment accounts and about $5 billion by the public.

Turning now from the orderly arrangement of maturity distribu-
tion to the frequency of Treasury cash offerings of securities, other
than Treasury bills, a number of observations should be made.

The present Treasury practice with regard to the offering of new
cash issues is that such offerings will take place whenever the Treas-
ury needs the cash but with a minimum of about $500 million for a
long-term bond, and a higher minimum for shorter term securities.
In this manner the Treasury is able at a given time to mobilize the
resources of all the organizations that participate in the distribution
of any new securities which it offers, rather than diffusing its efforts
over a greater number of smaller issues.

_ The Treasury has seriously considered the possibility of reducing
the size and increasing the frequency of new oﬁ%rings. The appeal of
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more frequent offerings is that the risk of money market disturbance
by Treasury offerings would be materially lessened if the size could
be cut down. On the other hand, the frequency of Treasury oﬁ'erinﬁs
is also an important disturbing factor from the standpoint of the
market. Market analysts point out that even if the Treasury did all
of its financing on a weekly basis, rather than trying to concentrate
it in larger amounts, the issues involved would still be in the neigh-
borhood of $1 billion a week, quite apart from Treasury bills. Many
of these analysts conclude, therefore, that the greater frequency of
new offerings would be more disturbing to the market than the present
system since the amounts would still be of substantial size. Moreover,
greater frequency of offerings would tend further to restrict the
timely and flexible application of Federal Reserve monetary policies.

More frequent offerings of long-term bonds also have been con-
sidered by the Treasury, since they would seem to have some appeal
in gearing the Treasury’s long-term securities offerings more closely
to the flow of funds to savings-type investors. Advocates of this
method point out that if the Treasury somehow could judge the flow
of savings funds with reasonable precision, it could perhaps carry a
somewhat smaller cash balance in commercial banks.

It should also be pointed out, however, that the flow of savings
available for investment in Government securities is also uneven and
does not suggest, therefore, any regular pattern of Treasury long-
term offerings on a weekly, monthly, or even a quarterly basis. More-
over, competing demands for savings will also vary over time, both
within a given year and at different stages of the business cycle.

Additional important questions arise as to the market effects of
relatively small issues of longer term bonds at frequent intervals.
For one thing, the small size of the issues might impede trading in
the securities 1n the secondary market; to some extent that has been
the case with small issues in the past. Moreover, some market analysts
point out that, during a period when interest rates were expected to
rise, many investors might withdraw from the market in view of the
certainty of additional offerings of bonds in the future. In this event,
the amount of bonds that the Treasury could sell might be reduced
or existing market rates of interest might rise faster than would other-
wise be the case.

Question 49. Has the Treasury considered the question whether the
Federal Reserve should be directed to buy all new T'reasury issues
and thus assume an underwriting function?

(a) If“Yes,” what arcthe disadvantages?

Answer

The Treasury does not belicve this suggestion would be in the public
interest for several reasons.

One objection to the procedure is that the Treasury has always con-
sidered its direct borrowing authority from the Federal Reserve banks
as an emergency authority. As discussed in greater detail in the reply
to question 53 the Treasury’s direct borrowing authority with the
Federal Reserve provides an essential emergency line of credit which
the Treasury can tap. It may use this authority when cash receipts
are low for a few days just before a taxpayment date and the cash
balance would otherwise be below minimum operating levels. It may



3314 EMPLOYMENT, GROWTEH, AND PRICE LEVELS

also use such authority to meet any sudden nationwide emergency
which might require heavy cash payments from the Treasury before
new securities could be sold to the public to provide such funds. The
Treasury’s policy has always been to use this borrowing authority
sparingly and only on a temporary basis since it is recognized that
the sale of a Government’s obligations directly to a central bank
creates high-powered money and tends to be inflationary. The course
of history well illustrates the proposition that recourse by the Govern-
ment to the central bank as a source of funds is often an important
step in undermining the sound financial structure of a nation through
inflation.

The Treasury would also have reservations as to the application of
this approach from a practical standpoint. At the present time the
commercial banks and dealers—in the course of regular contacts with
thousands of smaller banks, other financial institutions, individuals,
and corporations throughout the country—perform an effective job of
underwriting new issues for the Treasury and selling them in the
secondary market to ultimate buyers. This function of secondary dis-
tribution can be best handled in a competitive market by private par-
ticipants in that market. A transfer of this function to the Federal
Reserve banks would seem inappropriate since that would greatly ex-
tend the existing powers of the Federal Reserve System by placing this
important function in the hands of the same individuals who have re-
sponsibility for monetary policy. These functions are separate and
distinct and should not be confused. Quite apart from the question
as to whether the Federal Reserve should deal only in short-term
securities or in all securities in its open market activities, the question
may be raised as to the appropriateness of extensive Federal Reserve
marketing operations for the Treasury throughout the range of all
maturities. It is assumed that the proposal visualizes the handling of
the secondary distribution of new Treasury issues through the same
process now used in the execution of Federal Reserve monetary policy
throughout market operations—that is, distribution through primary
Government security dealers. It would be impractical, of course, for
the Federal Reserve to deal directly with commercial banks or other
investors who now buy directly from the Treasury in the case of new
cash offerings. One of the possible means that could be used to handle
this would be for the Federal Reserve to maintain the sales inventory,
but this would reduce dealers to the status of order takers; they would
soon exist only on the fringes of the market as the few Government
security brokers do now. The loss to the market of an aggressive and
competitive dealer group would materially decrease its scope and
nationwide coverage.

The second possibility would be to have the Federal Reserve serve as
the distribution point or issuer. The process of funneling all of a cash
issue into dealer hands would not only tend to strain available dealer
resources but would also put the commercial bank underwriting func-
tion two steps removed. To the extent that commercial banks still
performed any function in secondary distribution they could do so
only by buying from dealers who in turn bought from Federal Reserve
who in turn bought from Treasury, whereas now they buy from the
Treasury directly. The net effect of the proposal then would seem to
be the loss of a substantial part of the present commercial bank under-
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writing function with a greater concentration of business in the hands
of the dealers.

There is also a question of a net increase in Federal Reserve bank
credit resulting from this operation even though theoretically equal-
ized by an identical increase in Treasury deposits. As is pointed out
in the reply to question A-9, Federal Reserve attempts at “underwrit-
ing” during periods when investors generally expect rising interest
rates could easily become a large-scale su%port operation with highly
inflationary consequences. It should also be remembered that the Fed-
eral Reserve already participates in every Treasury financing as fiscal
agent of the Treasury in sending material to banks and other investors,
in taking subscriptions, processing allotments, compiling statistics,
and maintaining records.”  The Federal Reserve is reimbursed for its
expenses by the Treasury, so no Federal Reserve funds are involved.

Question 50. Would you agree that if the Federal Reserve did buy
all new issues directly from the Treasury and raise reserve re-
quirements of the member banks temporarily to offset the credit
increase, the Fed would then be in a good bargaining position to
sell the securities at a low interest yield, because the banks would
understand, that the Fed would reduce Teserve requirements only
as and if they bought the Government securities?

Answer

Under this proposal, the increase in Federal Reserve holdings of
new Government issues would be balanced by a corresponding in-
crease in Treasury deposits at the Federal Reserve. At that point
in time (subject to the qualifications of timing and intrabank impact
as discussed in the reply to question 56¢) there would be no change
in reserves of member banks. It is difficult to see, therefore, what the
raising of reserve requirements of member banks is intended to ac-
complish since the credit increase at that point is already offset.

The proposal seems to visualize, therefore, that reserve require-
ments would be increased, when the Treasury draws down its bal-
ances at the Federal Reserve to meet expenditures, as the money (or
reserves) flow into private commercial banks and that reserve require-
ments would be decreased only if the banks used the reserves to buy
Governments.

This proposal is not, in our judgment, consistent with the proper
use of reserve requirements as an implement of monetary policy.
the last analysis, it is a suggestion that commercial banks be threat-
ened with reserve requirement increases to encourage them to buy
Government securities from the Federal Reserve.

It seems inconceivable that the changes in reserve requirements
were ever intended to be used in this way, particularly if the proposal
seriously contemplates temporary increases and decreases. It is gen-
erally conceded that the changes in reserve requirements are the most
blunt of the three tools which the Federal Reserve employs in the
execution of monetary policy. Thus, changes in reserve requirements
do not lend themselves to use for temporary adjustments in credit
conditions or debt management.

In addition to the reasons cited in the reply to question 49 against
the proposal that the Treasury do its underwriting through the Fed-
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eral Reserve, we believe that the use of reserve requirement changes
in this way would in the long run complicate—rather than ease—the
debt management problems which the Treasury has to face.

Question 51. Has the Treasury considered the advantages of setting
up a stabilization fund to help in stabilizing the market for its
new tssues?

Answer

The Treasury has given considerable thought to the possibility of
setting up such a fund. Furthermore, it has been encouraged to give
the matter careful study by a number of participants and observers
in the Government securities market whose views were expressed in .
the recently completed consultations conducted as part of the Treas-
ury-Federal Reserve Study of the Government Securities Market.
The discussion is reported 1n part I of the recently published Treas-
ury-Federal Reserve study as follows:

It was noted that the Treasury finds it necessary to issue large blocks of
securities in a short period of time and that, in contrast to corporate and
municipal obligations, there is no underwriting mechanism to stabilize new issues
and assist in their distribution to ultimate investors. As one means of achieving
this objective, as special Treasury fund was suggested. Such a fund would oper-
ate to smooth the market during Treasury financing operations, if necessary, by
purchasing the maturing or new securities in moderate amounts in order to
facilitate distribution. As outlined by its advocates, it would attempt to deal
with relatively minor “ripples” rather than to stem the “tides” representing
basic market trends or to correct a disorderly market. It was thought that this
could be a two-way fund; that is, it could sell previously purchased securities
as market conditions permitted.

The reactions of the consultees to the idea of a fund were mixed. Some were
strongly in favor, others thought it deserved study, and still others were strongly
negative. The differences in opinion did not appear to be related to the particu-
lar business of the consultees; there was just as much diversity among dealers
as among bankers, for example.

Those who commented favorably pointed to the precedent in the case of cor-
porate and municipal underwriters. It was noted that such a fund might skim
off a small portion of newly issued securities, which might have failed to be
digested and was temporarily depressing market prices out of line with other
issues. Such a fund might also operate between financings to smooth ripples in
the market.

Among observers who questioned the merits of the proposal or rejected it, the
view was expressed that a Treasury fund might well engender expectations that
it could not fulfill. If and when investors realized that the fund was supporting
a new issue they might rush in to unload before such support ceased. Another
reservation was based on the fear that securities purchased by the fund would
overhang the market and act as a price depressant as investors anticipated sales
by the fund. Much would depend, it was said, on the skill of the operators of
the fund, for they would have to attempt to provide some assistance for the
“baby that the Treasury places naked on the doorstep” without at the same time
adopting it. Doubts were expressed that anyone is skillful enough to operate in
the market in this way.

Another objection was that existence of the fund might lead the Treasury to
price too thinly. The market might become suspicious of price rigging if it knew
the Treasury could engage in supporting a new issue, although such suspicions
might disappear in time if not borne out by experience.

The Treasury would oppose any suggestions for a stabilization fund

which would visualize market support activities designed to influence
the basic trend of prices either in a specific issue or in all outstanding
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issues in a particular classification. This would be an interference
with the normal forces of supply and demand in the Government se-
curities market and might require an untold volume of resources which
when exhausted would cause the market to fall back again on competi-
tive forces. Treasury support operations in this manner, therefore,
are subject to the same objections as proposals for rigid Federal Re-
serve support of the Government securities market. Treasury stabi-
lization purchases with funds obtained in the market would have the
relative advantage over Federal Reserve pegging in that at least there
would be only a dollar for dollar expansion of credit—not the multiple
effect of “high powered” money growing out of the expansion of bank
reserves by the central bank. But, as mentioned earlier, the resources
required by such a stabilization fund could be staggering.

The Treasury already has some authority to buy and sell Treasury
issues in pursuance of 1ts trusteeship function for most Federal Gov-
ernment investment accounts. As mentioned, however, in reply to
question 54, this authority is limited as a tool for market stabilization
to occasions when it is to the direct investment advantage of a Govern-
ment trust fund or agency to buy maturing issues for the purpose of
exchanging them for new issues or to buy new issues directly. Such
purchases can be and on occasion have been made, but only are with
the intention of holding them and not with the intention of trading
back and forth.

Question 58. Has the Treasury considered the advantages and disad-
vantages of carrying a larger cash balance?

(a)” If “yes,” would the fact that the Treasury could defer
financing, when the times are nos propitious, more than offset
the cost of carrying the larger balance?

(b) Is'there anything to be gained from carrying a larger cash
balance by reason of the fact that the Treasury would be in a posi-.
tion to defer financing when it thinks market expectations as to
interest rates are unrealistic?

Answer

The Treasury can usually do a better job in the timing of its debt
management operations when its cash balances are sufficient to meet
operating needs and to provide a comfortable margin for contin-
gencies.

The Treasury attempts to keep its working balances at an adequate
but not excessive level. Including deposits in Federal Reserve banks
(usually about $500 million) and gold in the Treasury General Fund
(formerly as high as $1 billion, but currently only about $100 million),
the Treasury’s cash balance has averaged about $414 billion during
each of the last 4 fiscal years. This is small in relation to Treasury
operations; the average operating cash balance the past fiscal year has
averaged only 69 percent of average monthly budget expenditures—
the lowest percentage for any recent year. The 'ﬁ‘easury’s cash bal-
ance has been no higher in recent months than it was a decade ago,
when budget spending was only half of its present rate.
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Total demand deposits (other than interbank deposits) in commer-
cial banks as of December 81, 1958, for example, amounted to $134.4
billion, of which $4.2 billion, or only 8 percent, was accounted for
by demand deposits of the U.S. Government ($3.5 billion tax and loan
accounts and $0.7 billion other deposits). State and political subdivi-
sions alone had $10.9 billion of demand deposits on that same date, or
214 times the Federal total, despite the fact that U.S. Government
operations are far larger.

Economizing on the use of Treasury cash balances has, however,
gone about as far as possible without impairing the efliciency of
Treasury operations. As the question suggests, therefore, there are
times when a somewhat larger cash balance would have given the
Treasury much needed flexibility in timing its borrowing operations
so that it could delay them beyond a period of market apathy for
new issues, rather than forcing the Treasury to borrow in an unfavor-
able atmosphere because it was running out of cash. In recent years
the Treasury has made this position clear in its congressional pres-
entations outlining the case for increased debt limit flexibility.

The reply to this question, therefore, is that carrying a larger cash
balance would permit the Treasury either to defer financing if it
wished to in anticipation of better market conditions or, conversely,
to take advantage of a strong market and build up the cash balance
ahead of actual cash needs.

It is obvious, of course, that the Treasury is in no position to judge
future market trends so precisely as to save on interest every time
it advances or defers borrowing operations. But there have been
a number of occasions when such operations would have been de-
sirable and doubtless such occasions will arise again in the future.
Each time the Treasury has to balance the desirability of advance
borrowing or delayed borrowing against the cost of a higher balance
outstanding.

The consideration of cost is only one part of the problem. As
mentioned in the reply to question 56, the use of cash balances by the
banks, even though they are widely fluctuating balances, is to some
degree an offset to the expenses which banks incur in processing
subscriptions to new Treasury issues, in the handling of tax receipts,
and in the sale and promotion of savings bonds, which services the
banks now perform for the Treasury without charge. If these bal-
ances should become unduly low in relation to services rendered there
would be increased pressure from the banks for the Treasury to reim-
burse them for the costs of service performed.

The Treasury’s decision as to the adequacy of its cash balances is,
therefore, motivated not only by cost factors but also by considera-
tions which are much broader. The Treasury’s ability to operate on
a relatively low cash balance is possible, of course, only when it has
adequate leeway under the public debt limit and when 1t has author-
ity to borrow directly from the Federal Reserve banks to cover tem-
porary or emergency situations.
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Question 53. With reference to the 4.7 percent interest yields at which
the Treasury sold bills week before last, and the 434 percent rate
on short-term issues announced last week, do you feel that these
rates were too high?

(a) What about your authority to sell up to $5 billion of
obligations directly to the Federal Reserve. Why was that not
used?

(b) What changes are needed to make your authority to sell
securities directly to the Federal Reserve more effective?

Answer

The question of the appropriateness of interest rates on several of
the most recent Treasury issues has already been discussed in reply
to question 19. The rate on the Treasury bill offering on July 8
was fixed by competitive bidding rather than by the Treasury. The
434 percent rate on both a 1214-month note and a 43/-year note was
fixed by the Treasury on July 16 in light of the market behavior of
the 1-year bill rate and the market trend evident in the 5-year market
area. The closing bid quotation on the first day of trading in the
market for the new 434 percent 1214-month note was par and 4,
($100.015625 per $100 bond) and the 43/-year note closed at 99393,
($99.9875 per $100 bond). These market prices are indicative of the
evaluation by market professionals of the true worth of the new
securities at the time. Both of these new issues moved to significant
premiums in the market after the date they were offered but were at
a discount again in early October, movements which basically paral-
leled the movement in the market prices and yields of comparable out-
standing issues.

More recently, Treasury rates in the market have increased even
further, necessitating a 5-percent coupon rate on the new 4-year and
10-month note issue which was announced on October 1, 1959. At
the time that issue was announced there were 12 shorter issues quoted
in the market at more than 47 percent. Even though the 43/ per-
cent notes sold in August were still slightly above par at the time the
Treasury announcement was made, this was true only because the
issue had become thoroughly digested and very little supply was avail-
able at the market price. Other than the 434 percent notes, the next
shorter fixed maturity issue to the new 5’s being offered was quoted
in the market on September 30 to yield 4.84 percent, and the next
longer issue 4.79 percent.

Parts (a) and (b) of this question have already been touched on in
the reply to question 49. The Treasury does not believe that it is
appropriate to fall back upon direct borrowing from the Federal Re-
serve banks except for temporary day-to-day needs around tax dates
or on an emergency basis. Recent Treasury offerings—both at auc-
tion and on a fixed rate basis—were at relatively high rates simply
because of the lack of demand ‘at a lower rate at a time when investor
expectations were largely in terms of increased money market pres-
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sures in the months ahead. A postponement of that offering to a
later time by temporary use of Federal Reserve direct borrowing au-
thority would have unsettled the market much more than actually
occurred.

The Treasury does not expect, therefore, to recommend any changes
in the present statutory authority for direct Federal Reserve pur-
chase of Government securities in order to make that authority more
effective in assisting Treasury underwriting. The Treasury has all
of the authority it needs at the present time to borrow from the Fed-
eral Reserve if it wishes. It is insistent, however, as it has been over
a period of many decades, that this authority is intended only to cover
a few limited situations—not to be used in the normal distribution of

Treasury issues.

Question 54. Has any consideration been given to the question whether
the Treasury should have more discretionary authority in man-
aging the Government trust accounts?

Answer

As of June 30, 1959, total holdings of Government securities by
U.S. Government agencies and trust accounts totaled $54.6 bil-
lion. Of these $1.6 billion represent the holdings of agencies which
handle their own investments, with most of that amount accounted
for by the Federal home loan banks. All of the remaining accounts
are handled by the Treasury, although in some cases—such as the Fed-
eral Deposit Insurance Corporation and the Postal Savings System—
the Treasury function is on an agency basis, and the basic investment
decisions are made by the Government officials in charge of the par-
ticular accounts.

On all of the other major accounts, however—including all major
trust funds—the Secretary of the Treasury has discretionary authority
as to investment procedures. These major funds include the Civil
Service Retirement and Disability Fund, Federal Old-Age and Sur-
vivors Insurance Trust Fund, Federal Disability Insurance Trust
Fund, Veterans’ Life Insurance Funds, Railroad Retirement Account,
and the Unemployment Trust Fund.

In the aggregate, the investments of these funds on June 30, 1959,
totaled more than $49 billion. Approximately 90 percent of these in-
vestments are in special nonmarketable issues of Government securi-
ties specifically provided for in the basic statutes relating to each trust
fund. Interest rates on these special issues are either determined by
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formulas in the law or by the Treasury on the basis of the way in which
a particular fund is set up. For example, the interest rates on special
issues to the railroad retirement account are fixed by law at 3 per-
cent. Special issues to the national service life insurance fund are
tied to the 3-percent actuarial basis of those funds, as is true also of
the 314 percent rate on special issues held by the U.S. Government
life insurance fund. On the other hand, the rates of interest paid
on the unemployment trust funds, the Federal old-age and SUrvivors
insurance trust fund, the civil service retirement and disability fund,
and the Federal disability insurance trust fund are governed by
specific statutory formulas tied in various ways to average interest
rates on outstanding Treasury securities.

The use of special issues for the major part of the investments of
these funds minimizes the disturbing effects to the Government se-
curities market which would grow out of frequent purchases and sales
of substantial volumes of Government securities if reliance were large-
ly on marketable issues. The trust funds and accounts participate in
new Treasury cash offerings, however, when the security being of-
fered is suited to their needs. This is done typically to the extent
of a total amount stated by the Treasury as part of its initial announce-
ment of the public offering. On occasion the Treasury may also pur-
chase marketable issues for the various trust funds directly in the
market whenever such purchases are desirable from the standpoint
of the investment needs of the particular fund and are consistent with
the public interest.

Purchases or sales of marketable securities for the trust funds are
handled through the Federal Reserve Bank of New York, acting as
agent for the Treasury. Data on net purchases or sales in the market
are released once a month and published regularly in the Treasury
Bulletin (see attached excerpt from the November 1959 Treasury
Bulletin). These figures indicate a net purchase of approximately
$2.5 billion of marketable securities for these funds during the past
6 years, or approximately $35 million per month. In addition, Gov-
ernment agencies and trust funds have been allotted approximately
$1.8 billion of new Treasury cash offerings during the same period.

As emphasized in the reply to question 51, however, trust-fund pur-
chases in the market are conducted in strict observance of the trustee-
ship responsibility which the Treasury has in such cases, and therefore
market purchases must be made for investment reasons—not with a
primary aim of market stabilization. Viewed from this standpoint,
the authority of the Treasury in managing the funds is adequate.
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23.0 77.2 18.9 20.9 56. 2 22.5 74.8 20.3 11.8 -=30.7 7.9 234.8
-~1.3 -9.8 10.7 46.7 5.7 398.8 49.2 9.4 8.4 56. 2 83.9 21.3
14.3 72.6 13.4 35.4 313.4 15.8 182.4 26.4 10.3 26.6 —67.3 33.3
1958 ~123.4 —155.9 10.6 —2.1 —~86.3 177.2 445.5 19.1 10.6 17.3 55.1 43.7
1959 14.1 23.0 62.2 4.0 53.1 9.9 32.2 18.3 P21 1% 38 O (R SRR

1 Qonsists of purchases or sales made by the Treasury of securities issued or guaranteed
by the U.8. Government for (1) trust funds which by law are under the control of the
Secretary of the Treasury or of the Treasurer of the United States, and (2) accounts
under the control of certain U.S. Government agencies whose investments are handled
through the facilities of the Treasury Department. It will be noted that these transact

tions differ from those reflected in table 1 because they exclude those Government invest-
ment accounts for which investments are not handled by the Treasury. Table 2 also
includes purchases under sec. 19 of the Second Liberty Bond Act, as amended (31 U.8.C.
754a), and excludes the Exchange Stabilization Fund.

3 Less than $50,000.
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Question 55. Would the T'reasury do better to turn the marketing of
its securities over to privtae underwriting syndicates, such as
market corporate securities?

Answer

The use of private underwriting syndicates is common, in the case
of most State and local government issues, as well as a considerable
part of the issues of new corporate bonds and notes. Typically, rival
underwriting syndicates submit bids to take all or none of the securi-
ties offered—with bids that include an allowance, of course, for profit
to the underwriter. The bidders prefer the “all or none” approach.
If they were required to bid for only part of an issue there might well
be practically no bids at all. No dealer would take a substantial posi-
tion on fart of an issue if he was taking the chance of being at the
mercy of other dealers who underbid him. :

The syndicate technique for maketing Government securities seems
clearly impractical. U.S. Government issues dwarf in size the issues
of any other borrower. During the calendar year 1958, for example,
the Treasury sold close to $47 billion of new securities to the public
(excluding sales to Federal Reserve and Government investment ac-
counts). Only 15 issues of bonds, notes, certificates, and long bills
were involved (other than the additions of $100-$200 million a week
in regular bill rollovers), or an average size of issue of about $3 bil-
lion. By contrast, the largest single corporation issue floated in 1958
was only $350 million, and the largest single State and local govern-
ment issue was somewhat less. No syndicate large enough to handle
market issues of Government securities could be formed without its
being so large as to dominate the entire market, both with respect to
the Treasury and to ultimate investors. This would not be good
public policy.

Tt should also be mentioned that so far this year all but one of
the State or local government issues offered in “competitive” bidding
in amounts of $100 million or more have attracted only one under-
writing bid, on an “all or none basis.” See attached table. This
suggests that the large size of new municipal debt issues severely
strains the capacity of bond underwriters. The resources of securi-
ties underwriters would obviously be completely inadequate to handle
copﬁpetitive bidding on Treasury bonds which average 80 times $100
million.

This would be true even under the extreme assumption that some-
how the Treasury found it desirable to handle its $50 billion of new
certificates, notes, and bonds issues each year in equal weekly amounts
of $1 billion each.
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Bids for large municipal bond offerings (generally $25 million and over)
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Date of [ Amount Number
bid (in Type of bids Range of bids (percent)
millions)
1959
Jan. 6 $200 | New York State Power Au-
thority.
15 25 | Sacramento Municipal Utility 3.58, 3.62.

District.

21 20 | Oregon. oo eeeas 2.77, 2.82, 2.83.

27 20 Nel»]v York City Housing Au- 4.07, 4.17, 4.18.

thority.

28 20 | Houston, Tex. ..o 3.48, 3.51, 3.52.

28 20 | Puerto Rico...oooooooooooooos 3.94, 3.97.

Feb. 3 72 | Massachusetts Port Authority._.
4 20 t Los Angeles. . oo _oooeue oo 3.47, 3.48, 3.50, 3.52.

10 23 | Minnesota (State)._._....___...

10 25 | Washington (State) . _.___.___.. 3.17, 3.19, 3.20.

16 120 | Chicago—O'Hare Airport..._..

18 60 | New York State............_.._ G.0 291, 293 (winning bid—a
merged ajc).

18 25 | East Bay Municipal District, 3.45, 3.46, 3.51.

California.

25 40 | Chicago, Il - .o ... G.0..._.. 2 el 3.20 and 3.26.

26 104 | New Housing Authority . ...._. PHA . (2. 3.41 ($69 million to bank
group—$35 million to dealer
group).

Mar. 3 25 | Michigan—expressway._____... 3.54, 3.63.
4 25 | Philadelphia, Pa 3.27, 3.31, 3.33.
5 30 | Port of New York Authority_.. .68, 3.69.

10 26 { New York City. ... 3.17, 3.21.

10 26 | Southern Call[orma Metropol- 2.96, 3.10.

itan Water District.

11 100 | California. ... __..__ 3.55, merged account.

17 29 | Baltimore, Md___.___._._.__..... , 3.14.

31 30 | Pennsylvania General State 3.58, 3.65.

Authority.
Apr. 7 27 | Los Angeles School District..__ 3.44 and (NA).
9 53 Makfsachusetts Turnpike Au-
thority
9 25 | Florida Development Com- 4,10, 4.13, 4.14.
mission.

14 60 | Massachusetts..._._...._....._. G.O...... 1. .. 3.46, 3 syndicates merged
“due to thinness of the
market,”

21 200 | New York State Power Au- | Rev.._._. 1(N)....| 4.21.

thority.
22 33| Oregon. . one oo 3.39, 3.43, 3.53.
May 12 27 | Cincinnati, Ohio. . 3.47, 3.48.

13 25 | New Jersey..._._._._. 3.24, 3.26, 3.27, 3.28.

26 105 | New Housing Authority....._. 3.78, bankers and dealers
groups merged.

27 30 | Chicago, . __________________. 4.05, 4.18, 4,19, 4.25 and 4.26.

June 2 40 | Los Angeles, F.C 2 syndicates merged.
4 27 | New York éxcy ................

10 100 | California.. .. 3.95, merged syndicate.

10 63 | Connecticut 4.30.

17 30 | Port of New York Authonty..- 4.09 and 4.11.

30 50 | New York State. 3.35 and 3.36.

30 25 | Maryland amm 4.02 and 4.05.

30 195 | Grant County Public Utility (300 member A/C.)

Distriet,
July 15 31 { Ohio—highway.._.....____...__ 3.54, 3.57.

28 34 | California—toll bridge. 4.36, 4.48,

30 50 | Michigan—highway_________... .29,

Aug. 4 120 | Pennsylvania—Korean veter- 3.40.
ans.

1 30 | Ohio—capital improvement.___ 3.10, 3.11, 3.11, 3.11.

12 26 | Nassau County, N.Y._______ 3.725, 3.73, 3.78.

19 50 | New York State Thruway 4,20, 4.25.

Sept. 2 61 | State of Connecticut.____. 3.73.

10 50 | State of California. 4.01,

22 44 | Cook County, Ill____ 4.00.

29 32 Indlanapo]xs~Marlon County 4.15.

Building Authority, Indiana.
Oct. 2 25 | Port of Hew York Aur.born:y..- Rev...... I(N)....| 4.37.
6 26 | Wayne County, Mich_______ G.0 _| 4.08.

20 102 | New Housing Authority 3.86, bankers and dealers
groups merged.

28 25 | Pennsylvania General State | Rev..____ Lo s 3.76, 3.77.

Authority.

Rev.—Revenue,
(N)—Negotiated with underwriters.
G.0.—General obligations.

P.H.A.—Public Housing Administration.
8.T.—Special tax fund.
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Question 56. What was the Treasury’s average deposit balance with
the commercial banks last year?
(a) Whatis the average balance so far this year?

Answer

The average daily balance in Treasury tax and loan accounts with
commercial banks during the calendar year 1958 was $3,673 million.
The comparable average for the calendar year 1959 to date (through
September 30) was $3,738 million. These balances are maintained in
approximately 11,000 commercial banks throughout the United States.
Balances with individual banks fluctuate widely from time (o time and
from bank to bank. They range from amounts of less than $5,000 in
the case of some of the smaller banks to amounts of several hundred
million dollars on occasion in the case of the larger banks in the
country.

The balances which the Federal Government carries with commer-
¢ial banks in the form of tax and loan accounts arise from the
periodic payments of taxes and the proceeds from subscriptions to
Treasury securities and a full discussion of this process seems appro-
priate in view of parts (b) (c),and (d) of this question.

Tt should be borne in mind that the Treasury does not take the
initiative in depositing funds to tax and loan accounts, except in cer-
tain cases. These exceptional cases occur under conditions when net
receipts in the Treasury’s account at the Federal Reserve banks ac-
cumulate appreciably faster than had been estimated. In such cases
excess funds may be deposited for a few days with banks which are
identified as class C banks (banks with total deposits of more than
$500 million) and then withdrawn, without advance notice, as soon as
a more normal flow of funds is restored. Conversely, if the Treasury
balance in Federal Reserve banks is below expectations, the Treasury
often makes special calls on these same class C banks, without notice.
The Treasury does not discriminate either among individual banks
within a class or among the three classes in its conduct of these deposit
or withdrawal activities. All withdrawals are based on a percentage
of deposit balances in each bank as of a given date, and the same 1S
true on any deposits made in class C banks.

The balances the banks acquire as the result of tax collections may
arise in either of two ways. They may arise from banks’ solicitin,
their customers to deposit certain excise and withheld income ang
social security taxes with the bank instead of paying them to Federal
Reserve banks or to the District Director of Internal Revenue. This
has the effect of giving the Treasury an immediate call on those funds
rather than having checks outstanding for several days while the
District Director processes them and deposits them at a Federal Re-
serve bank. In addition, balances arise from income tax payments
which are credited directly during major tax payment periods to tax
and loan accounts by the bank on which the taxpayer’s check is drawn.
In neither case does this represent an increase in deposits to the banks,
but merely a transfer of balances on a bank’s books from the account
of the taxpayer to the Treasury’s account.

The immediate transfer of these balances to the Treasury’s account
with the Federal Reserve banks would be a very disruptive influence
to the money market and the whole economy. The tax and loan
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accounts, therefore represent a mechanism helpful to the whole
economly, not just to the banking system alone.

Furthermore, the law requires that banks pledge collateral, usually
U.S. Government securities, to secure all funds in Government tax and
loan accounts, which is a special condition that attaches only to public
deposits. A bank has to have on hand at all times free collateral to
cover the maximum balance it may hold in the tax and loan account,
or otherwise it cannot accept the deposit.

These fluctuations are illustrated by the shift in total balances from
$43/ billion on May 81, 1958, to $814 billion on June 30, 1958, and
down to $314 billion on July 31, 1958. Balances during the calendar
year 1958 ran under $135 billion on several occasions, as compared with
the average of less than $33/ billion.

It should also be remembered that these balances typically inelude
funds on which the Treasury has already given the bank notice of
withdrawal to be effective in a few days, so the “free” or uncalled,
balances which banks can actually employ are frequently quite low. In
January 1958, for example, balances less outstanding calls were less
than $350 million on several occasions.

Despite their wide fluctuations Treasury deposit balances are, of
course, valuable to each bank in the same way as any other deposit. If
a bank is to keep a deposit rather than lose it to another bank it must
accept the responsibilities which deposit maintenance and growth re-
quire. Prompt and efficient serving of customers, whether public or
private, is always important. In this respect banks recognize that
they have important public responsibilities, including many services
which the banks perform for the Government without specific charge.

Commercial banks have a special relationship to the U.S. Treas-
ury. Their demand deposits provide almost 80 percent of the
Nation’s money supply as commonly defined, the balance being cur-
rency in circulation. gince they are so charged with acting in the pub-
lic interest they are carefully regulated by Federal and %tate super-
visory authorities as to many phases of individual bank practices, as
well as being subject to the powerful effects of the actions of Federal
Reserve monetary policy on the banking system as a whole. They are
not free agents, and on many occasions their ability to expand their
volume of profitable loans as much as they could otherwise expect has
to be curtailed severely by the requirements of national economic
policy.

In addition to the monetary function performed by the commercial
banking system, the banks operate as a direct arm of the Treasury in
other ways. The banking system is a focal point in the efficient distri-
bution of about $50 billion a year of Treasury marketable tax anticipa-
tion bills, 1-year bills, certigcates, notes, and bonds, plus $114 billion
or more regular bills on average each week.

The Treasury, unlike corporate or State and local government bor-
rowers, has no underwriters for its securities in the usual sense of that
term. In other words, the Treasury pays no commissions directly to
the bank that help place Treasury securities with their ultimate hold-
ers. The Treasury, therefore, depends heavily upon the commercial
banking system to solicit orders for huge issues of Government securi-
ties on which the books are open only from 1 to 3 days. An over-
whelming share of all subscriptions for new issues of Government
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securities is handled by the commercial banks. Without their active
solicitation and processing of these subscriptions, the Treasury opera-
tions on the scale now conducted would be much more difficult as well
as more expensive.

In addition, banks actively help the Treasury promote the sale of
U.S. savings bonds, sometimes at the expense of their own savings
deposits. They do this not only through their own functions as
issuing agents in over-the-counter sales and as managers of their
own payroll savings plans, but also in their communities by helping to
acquaint an increasing number of citizens with the advantages of sav-
ings bonds and in assisting business concerns in setting up and main-
taining active payroll savings plans.

Question 56. (b) Can the Treasury disburse funds on deposit with the
private banks directly from those banks, or must it first call the
funds into a Federal Reserve bank?

Answer

The Treasury has the authority to write checks, in effect, on its de-
posits in commercial banks but has found it more equitable, as well
as more efficient, to draw funds into the Federal Reserve banks prior
to their disbursement. Each year approximately 400 million checks
are issued in payment of Government obligations. These clear
through commercial banking channels to the Federal Reserve banks
and are charged against the Treasury’s operating cash accounts main-
tained with the Reserve banks. As a simple matter of business opera-
tion it would be impractical and very costly to depart from this cen-
tralized procedure and provide for payment of these checks against
Treasury tax and loan accounts which are located in approximately
11,000 separate commercial banking institutions. The amount of
paperwork required just to keep track of the checks written on each
individual bank would be enormous, quite apart from the almost im-
possible complications which the Treasury would encounter in man-
aging its day-to-day cash position.

‘As pointed out in the reply to question 56(a) Treasury procedures
in the handling of withdrawals from commercial bank balances are
firmly established on a uniform basis that treats each bank in the
same way as any other bank. It would obviously be impossible to
retain this impartiality if the Treasury had to decide on an individ-
ual basis which banks were going to pay which checks. Tt is a basic
principle of Treasury management of its cash balances that no fa-
voritism be shown among individual banks—a principle which would
be violated in any system of direct disbursements from commercial
banks.

Question 66. (¢) What would be the disadvantage of the Treasury’s
promptly calling its funds into the Federal Reserve banks and
having the Federal Reserve banks invest these funds in short-
term securities?

Answer

The Treasury maintains balances in tax and loan accounts with com-
mercial banks so as to avoid the disruptive effects on the economy
and to the banking system which would occur if the large amounts of
cash collected from time to time by the Treasury from taxes or from
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the sale of public debt obligations are withdrawn at one time and
paid into the Federal Reserve banks.

Any action which would have for its purpose the withdrawal of
these funds from the commercial banks and their deposit in the Fed-
eral Reserve banks ahead of the time when they are needed to meet
expenditures of the Government for the purpose of investing them
in short-term Treasury bills would give rise to the disruptive effects
which the Treasury seeks to avoid by keeping the funds on deposit in
Treasury tax and loan accounts in the first instance. When funds
are withdrawn from the commercial banks and paid over to the Fed-
eral Reserve banks in order to build up Treasury balances in the Re-
serve banks, the commercial banks have to find free reserves to cover
these payments.

There are only two ways in which the commercial banks can do
this when their funds are fully employed (when they have no excess
reserves). One is to reduce assets, which can be accomplished either
by selling securities in the market (or cashing them in at maturity)
or by terminating loans; the other is to increase liabilities by borrow-
ing from the Federal Reserve banks. Commercial banks generally
l}))reier to reduce their assets rather than to be in debt to the Reserve

anks.

It is true that if the Federal Reserve purchased securities from the
banks simultaneously with the movement of deposits out of the banks
this would keep the commercial bank system as a whole in equilibrium
at the lower level of deposits (and reserves). In theory, at least,
the suggestion would appear feasible. If there was only one bank it
might work (although still with disadvantages to be pointed out
later), since the transactions would in fact be simple and instantane-
ous. It might even work if only a dozen or less banks were involved,
as in Canada and the United Kingdom. But its operation through
11,000 separate banks would present serious obstacles.

The magnitude of Treasury operations in tax and loan accounts
is so large and the number of banks so great that the effect of timing
and the effect among individual banks would be very disruptive to
the money market. In the first place, even if it were possible to han-
dle the entire operation within a day or two there would necessarily
be a difference in timing between the flow of reserve funds out of the
commercial banks and the return flow due to Federal Reserve pur-
chases of securities. When the flow is reversed, as when the Federal
Reserve sold securities as the Treasury made disbursements and the
funds flowed back into commercial bank reserves, the same problem
of uneven timing would arise. In the second place, it is obvious that
in the case of an individual bank the funds would not flow back in
even approximately the same proportion as they were withdrawn,
even if timing were perfect for the banking system as a whole.

At the peak of each of these flows of funds, Federal Reserve credit
would be expanded by the amount of Governments they acquire. This
expansion, even though offset by increased Treasury deposits with the
Federal Reserve, rather than by increased bank reserves, might still
be widely interpreted as an inflationary step simply because Federal
Reserve credit had grown. Any lack of precision in offsetting the flow
of funds away from and back into member bank balances as the Treas-
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ury’s balances with the Federal Reserve rose and fell would also pro-
duce unforeseen contraction or expansion of bank reserves.

The task of trying to estimate each day’s flow of funds accurately
enough to permit an operation such as this to proceed smoothly would
be almost impossible, quite apart from the tremendous disparity of
effects from one bank to another. Seemingly small shifts in the re-
serve position of the banking system (sometimes only $50 or $100
million) can affect short-term interest rates through the normal oper-
ation of Federal funds. The ability to keep these shifts sufficiently
small would be greatly weakened if the suggested procedure were fol-
lowed, with correspondingly greater risk of wider short-term interest
rate fluctuations and the possibility of disorderly markets.

Unless the Federal Reserve makes certain that sufficient excess re-
serves are provided, a commercial bank would have much less incentive
to buy new Treasury securities under such circumstances—either for
its own account or for customers—since the resulting deposit would
be withdrawn immediately and the bank would be forced to sell either
the new issue it just acquired or something else. Bank underwriting
and secondary distribution of new Treasury issues would be seriously
undermined unless the Treasury took alternative steps such as (1)
paying commissions directly to the banks, (2) adding materially to
the interest rate attractiveness of new issues, or (3) increasing the
frequency (and reducing the size) of its offerings so that money was
borrowed in amounts intended to cover the expected cash outflow for
the ensuing day or 2 days (or a week at the most) on a “hand-to-
mouth” basis. All three of these alternatives could add significantly
to Federal borrowing costs.

Question 56. (d) What would be the disadvantage of permitting the
private banks to pay the Treasury interest onits deposits?

Answer

The suggestion has been made from time to time that perhaps the
Treasury would be better off if commercial banks were required to pay
interest to the Government on tax and loan account balances, and that,
in turn, the banks should charge the Treasury for all of the services
they now perform.

As outlined in the reply to question 56(a), commercial banks have
a special relationship to the U.S. Treasury with regard to the
Nation’s monetary system, and are a direct arm of the Treasury in
the distribution of billions of dollars of new Treasury marketable
securities and savings bonds. Many of these services are not suscep-
tible to precise cost measurements, so the designing of a comprehensive
system of fees necessary to completely reimburse commercial banks for
their services to the Treasury would be extremely complicated. Fur-
thermore, it would reimburse banks for what are now free services—
services which are also performed without charge by other entities.
If the banks were to charge the Treasury for all savings bonds that
they sell, for example, hundreds of corporations throughout the coun-
try, which in the aggregate issue millions of series E bonds each year
and keep extensive records of payroll deductions, would be likely to
seek Treasury reimbursement for their services. Similarly, all busi-
ness concerns in the country would be encouraged to ask the Govern-
ment to defray their costs of withholding income taxes and social
security taxes from employees’ pay checks or collecting excise taxes
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if the banks were reimbursed for handling the deposits represented
by those taxes.

The impact of a uniform fee system would fall unequally on differ-
ent banks, favoring the larger, more highly mechanized units. Yet a

. fee system which attempted to take cost differentials into account
would open a new area of controversy. Furthermore, the fee system
in terms of cost of clerical help presumably would have to be reviewed
from time to time as conditions change.

An adequate appraisel of the value of bank services presents diffi-
cult problems. Despite these difficulties, however, the Treasury is
now undertaking a careful study of costs which banks incur in per-
forming functions for the Treasury in those situations where costs
are subject to specific measurement. It is not expected, however, that
the resulting partial data will offer any indication as to the true
burden of bank operations on behalf of the Treasury. A copy of the
Secretary’s letter to the Comptroller General in this regard is
attached.

Problems arising from the suggestion that interest be paid on de-
mand deposits generally are discussed in the reply to question 57. It
should be mentioned again here that it would be unfair for the Gov-
ernment to require by law that banks pay interest on the demand de-
posits of the Government (3 percent of total demand deposits) which
because of their rapid turnover are less desirable than many other
types of deposits, while at the same time the law prevents banks
from paying interest on demand deposits to State and local govern-
ments, to business firms, and to individuals (97 percent of total
demand deposits).

THE SECRETARY OF THE TREASURY,
Washington, June 12, 1959.

Hon. JosepH CAMPBELL,
Comptroller General of the United States, Washington, D.C.

DeAr MR. CoMPTROLLER GENERAL: I have your letter of June 3 concerning our
recent discussion relative to your suggestion that the Treasury make a study
to determine whether or not balances in tax and loan accounts may have pro-
duced income to the banks in excess of the cost of the services performed by
them for the Federal Government and for which they are not otherwise
compensated.

As we have tried to make clear in conversations with you, we believe there
are overriding considerations of monetary and debt management policy that
cannot be resolved by a study of the character indicated. However, in view of
your conviction that the Treasury should make such a study, we will undertake
one as promptly as possible. As I pointed out in our discussion, the Treasury
has an exceptionally heavy load of financing to do in the next 3 months, and
in addition we have a heavy legislative program now pending in Congress
relating to public debt management.

‘We hope to have the study initiated within 90 days, and I shall notify you
when it is undertaken.

Sincerely yours,
ROBERT B. ANDERSON,
Secretary of the T'reasury.

Question 57. The depression-time bank crisis is long since past, yet
the law prohibiting commercial banks from paying interest on
demand deposits is still on the books. Would you agree that this
law is now obsolete and that it should be repealed?

Answer

The Treasury believes that there are still very good reasons why
the prohibition of interest on demand deposits is still sound.
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The law which prohibits commercial banks from paying interest
on demand deposits was enacted in the early 1930’s to correct abuses
in the banking system which had grown up prior to that time. When
commercial banks were permitted to pay interest on demand deposits,
there was a tendency for banking funds in the smaller cities and rural
areas to be drained away from those banks into the larger commer-
cial banks in the principal money centers. Banks competed ag-
gressively for these deposits and paid higher and higher rates of
Interest to attract them.

Ac a voenlt hanlra wara 11mdar
415 & TO8ULY, Callds WOIc Uiy

investments to earn enough to pay higher rates, even though the
quality of many such marginal loans and investments became more
and more substandard. Consequently, during the depression of the
early 1930’s this increased the banking difficulties that occurred at the
time. It was that situation which caused the Congress, in the Bank-
ing Act of 1933, to provide that commercial banks could not pay
interest on demand deposits.

In the public interest, there are two reasons why the Treasury
believes banks should not pay interest on such deposits. In the first
place, the competition between banks for demand deposits does not
create any additional deposits. The growth in total demand deposits
in the commercial banks is influenced strongly by the Federal Re-
serve through the operation of monetary policy. Therefore, the
effect of competition 1s to shift deposits between banks. On the other
hand, member banks are permitted to pay, at present, as much as 3
percent interest on savings and time deposits (unless State laws
specify a lower maximum), but the payment of interest on these
deposits has an economically desirable effect by increasing incentives
to save. The different character of time deposits is not only reflected
in the fact that a bank does not have to pay them on demand but
also because they carry lower reserve requirements and the longer
term nature of the assets generally held as an offset to them. In
the second place, if the banks were to bid competitively for demand
deposits because of this added interest expense, they would probably
find it necessary to charge generally higher interest rates on loans
or exact higher service charges, or both. Even if the Federal Re-
serve and the Federal Deposit Insurance Corporation could by law
be authorized to set maximum rates on demand deposits—as is done
now on time deposits—these influences would be moderated, but not
eliminated.

The payment of interest on tax and loan accounts would probably
add to Treasury borrowing costs. The present practice of commer-
cial bank payment for new Treasury issues through tax and loan
accounts is very effective in stimulating the banks’ interest in Federal
securities, not only for their own accounts, but also as distributors
of these securities 1n the secondary market. To the extent that banks
are required to pay interest to the Treasury on each additional amount
of tax and loan account they acquire, this obviously will be reflected
in the price they will be willing to bid for securities they purchase
from the Treasury at auction as well as affecting the coupon rate
which the Treasury would put on its fixed-rate securities (certificates,
notes, and bonds).
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The point should also be made that there are some commercial
banks in this country which do not even accept savings or time de-
posits at interest; they would be even more unwilling than the aver-
age bank to pay interest on Government demand deposits. In addi-
tion, there would unquestionably be a considerable number of other
banks which would not think it was good business to accept Govern-
ment deposits with their extreme volatility if they had to pay interest
on them. Payment of interest on all demand deposits would also
make them more attractive than now for nonbank investors to hold,
tending to increase interest rates which the Treasury and all other
borrowers would have to pay to compete.

As mentioned in the reply to question 56(d), the initiation and
maintenance of an adequate service charge or fee system that would
presumably grow out of a requirement of interest on demand deposits
would be difficult. No one can predict, of course, what arrangement
of fees and interest rates would be developed if such a system were
tried. It is quite doubtful, however, if only because of the overhead
expenses for both the banks and the Treasury that would be involved
in administering such a system that neither the public interest nor
the interest of either the banks or the Government would be served.
The present system not only dispenses with this unnecessary overhead
but also recognizes the fundamental fact that it is difficult to put a

rice tag on intangible benefits which the Treasury now receives.
Nevertheless, as discussed in the reply to question 56(d), the Treasury
is studying further the possibilities of such a system.

ADDITIONAL QUESTIONS

Question A-1. Do you think it would be wrong or against the public
interest for Congress to express disagreement with the Fed’s
monetary policies, if it does disagree?

Answer

Informed and constructive criticism of Federal Reserve monetary
policies is always desirable. This is especially true with respect to the
Congress, inasmuch as the Federal Reserve was created by and Is re-
sponsible to the Congress. In the past, the careful and intensive
studies by appropriate congressional committees—such as those con-
ducted by subcommittees of the Joint Committee on the Economic
Report in 1949-50 and in 1951-52—have contributed significantly to
the enlargement of knowledge concerning central banking and to im-
provement of monetary policy techniques. Such studies by appropri-
ate congressional committees—and by nongovernmentaf organiza-
tions, universities, and individual scholars—should by all means be
continued and encouraged.

Impartial studies of this type will strengthen monetary policy in
two ways. In the first place, by drawing lessons from past experience
and by applying the genius of the human mind to new problems, such
studies can contribute significantly to improvement in the techniques
of monetary policy. Secondly, such studies will tend to stimulate
public interest in monetary policy, which is still not widely under-
stood. A continuing interest of the public in monetary policy, along
with the broader public understanding that would inevitably follow,
is the best possible assurance that monetary policy will continue to be
administered in the best interests of all of the people. :
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Question A-2. Would you think it wrong or not in the public interest
for the Treasury to ewpress disagreement with the I’ ed’s monetary
policy, if it does disagree?

(a) If “no,” are you in complete agreement with the Fed’s
monetary policy at the present time?
Eb) What changes in monetary policy would you suggest?
¢) Without reference to whether the same degree of credit
restraint should be maintained, do you know of any changes in
the Fed’s method of operations that would improve the Treasury’s
debt-management problems?

Answer

In my judgment, it would be in the public interest for the Treasury
to express public disagreement with Federal Reserve monetary policy
only if that policy was irresponsible and at odds with the Kgnancial
and economic policies of the rest of the Government—a situation
which is almost inconceivable.

The independence of the Federal Reserve from the Executive
branch of the Government is a highly desirable characteristic of our
financial system. If such independence is to be meaningful, it must
be independence in fact, as well as in principle. Accordingly, public
statements of disagreement with current monetary policy, which pre-
sumably would be for the purpose of enforcing a change in policy,
would be inappropriate.

Problems are bound to arise when two agencies, each independent
of the other, have responsibilities that are closely related and in some
instances overlap. This is especially the case with respect to such
fields of debt management and monetary policy. Because of the
many imponderables that bear on economic and financial trends, rea-
sonable and sincere men may differ from time to time. But in most
instances these differences involve such matters as timing and degree,
not fundamental aspects of policy.

I am, however, willing to state that recent monetary policy seems to
me to have been appropriately conceived and executed. The brisk
business upturn that began in the late spring of 1958 clearly justified
a shift of monetary policy toward restraint. Since that time, System
policy has been administered in such manner as to prevent credit
oxcesses from threatening the sustainability of the business advance.
As a result, I believe that our chances for achieving a high rate of
economic growth without inflation have been substantially enhanced.
A lJess restrictive monetary policy would have run the risk of feeding
too rapid a business recovery; a more restrictive policy might have
prevented the recovery from proceeding at a healthy, sustainable

ace.
I.) Viewed from the standpoint of trends in basic economic magnitudes
such as output, employment, income, and prices, recent monetary
policy must, it seems to me, be judged as having been appropriate and
timely.

Tthe are, to my knowledge, no changes in Federa] Reserve methods
of operations that would improve the Treasury’s debt-management
problems without at the same time creating even more difficult prob-
lems. Indeed, we must be careful that, in attemping to ease the
Treasury’s problems, we do not take actions that in the long run will
work against both the Treasury’s interests and those of the economy
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as a whole. Monetary policy makes its primary contribution to the

ublic interset by promoting our important economic objectives re-
ating to employment, growth, and price levels. This requires flexi-
bility in the administration of the policy, and it requires that major
consideration be given to the attainment of these vital national ob-
jectives rather than to some apparent easing the problems of debt
management. In the past, when facilitation of debt management has
been singled out as a major goal of monetary policy, difficulties have
arisen:

Question A~3. When the Fed decides to increase the amount of credit
in the banking system by a given amount, is it more inflationary
for the Fed to bring about the increase by buying Government
securities in the open market, or by reducing required reserves of
the member banks? Why?

(a) What are the relative advantages of the two methods from
the standpoint of the T'reasury?

(b) What are the relative advantages from the standpoint of
monetary controls, as you understand them?

Answer

The ultimate amount of bank credit expansion should be approxi-
mately the same in either case. Release of, say, $1 billion in new
excess reserves to the banking system either through open market pur-
chases of securities or a reduction in reserve requirements provides the
basis for a growth of about $6 billion in earning assets (and deposits)
of commercial banks.

Although the ultimate expansion should be approximately the same
in either case, there is reason to expect that the increase in bank
credit would occur more rapidly when the reserves are supplied
through a reduction in reserve requirements rather than open market
purchases of securities. For one thing, bankers are reluctant to en-
gage in any long-run expansion of assets on the basis of temporary
Increases in their reserves. When reserves are increased through
open market purchases, they flow to individual banks by means of the
clearing process, and no individual banker can be certain whether his
reserve increase is temporary or permanent. He is likely, therefore,
to be cautious in lending or investing the additional funds.

Reductions in reserve requirements, on the other hand, provide
a clear indication to the individual banker that he has obtained a
specific increase in excess reserves, and this increase can be viewed as
something he can depend on. The banker is, therefore, much more
likely to lend or invest these additional funds quickly.

The short-run effects of a reduction in reserve requirements are
likely to be more expansive than open market purchases of securities
for still another reason. A reduction in reserve requirements con-
stitutes an overt action on the part of the monetary authorities, clearly
identifiable by all observers as a strong, antirecessionary action.
hardly susceptible to misinterpretation, it is a clear indication of the
views of the monetary authorities with respect to the economic situa-
tion. Tt implies that no early shift to a restrictive policy is imminent.
A reduction in reserve requirements is, in effect, a strong invitation
to the banks to expand their loans and investments.
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Subsections (a) and (b) of this question imply that there is a dif-
ference between the relative advantages of the two methods of sup-
plying reserves from the standpoint of the Treasury and from the
standpoint of monetary control. This is not correct. The dominant
consideration is always the public interest. Thus, the significant
question relates to the effectiveness of each of these devices in promot-
ing our national economic objectives. Admittedly, reliance on Fed-
eral Reserve purchases of Government securities as opposed to
reductions in reserve requirements may tend to increase Federal Re-
serve bank earnings relative to thase of member hanks and thisin turn
might result in a somewhat greater payment of money to the Treasury
by the Reserve banks each year. But I am convinced that this amount
would be relatively small and, in any event, should not be allowed to
influence our judgment with respect to appropriate coordination of
credit control instruments in the public interest.

Reductions in reserve requirements appear to possess certain impor-
tant advantages in promoting rapid expansion of commercial bank
credit during a business recession. This is not to say, however, that
this device should be relied upon exclusively as a means of promoting
expansion during such periods. The wise course of action would
seem to be to continue to assess each situation as it arises; at time,
more reliance should be placed on one technique, at times on the other.
As in the past, however, it might be expected that both techniques
will continue to be utilized together.

This is simply another way of saying that the monetary authorities
should have flexibility in the use of their credit control instruments.
It is impossible to forecast in advance the precise conditions that will
prevail in a given situation; thus it would be exceedingly unwise to
tie the System to a given course of action in advance.

Question A—}. In the first half of 1958, the Fed reduced required re-
serves of the member banks by $1.6 billion, which was enough to
allow these banks to increase their loans and investments by
$10.5 billion. The member banks used this power to create new
money to acquire $10.4 billion of Federal securities—would the
Treasury’s problem be substantially different today if the Fed
had itself acquired that $10.} billion of Federal obligations?

(a) Whatwould the difference be?

(5) Which method of increasing the money supply is more
likely to reduce interest rates on Government securities?

(¢) Did the Federal Reserve obtain the T'reasury’s advice on
whether it should acquire part or all of these securities, or whether
the Fed should make it possible for the member banks to acquire
them?

(d) If“yes,” what advice was given?

(¢) Do you regularly obtain advice from the Fed as to the
terms and interest rates you should set on the bonds you issue?

Answer

This question is difficult to answer because some of the figures are
evidently incorrect. In the first place, a $10.5 billion growth in loans
and investments on the basis of a $1.5 billion increase in excess reserves
assumes an expansion multiplier of 7. This appears to be too high.
On the basis of the usually accepted multiplier of 5 to 6, total expan-
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sion of loans and investments on the basis of the $1.5 billion increase
in excess reserves would have been between $7.5 and $9 billion, not
$10.5 billion.

Secondly, member bank holdings of Government securities actually
rose $6.2 billion during the first half of 1958, not $10.4 billion as is
stated in the question.

Finally, the reefrence to Federal Reserve purchases of $10.4 billion
of Federal obligations must be assumed to be a mistake. Purchases
in this amount would have provided the basis for a deposit growth of
some $50 to $60 billion. Since purchases of so large a volume would
have clearly been inappropriate because of the highly inflationary im-
pact, it will be assumed in answering the question that reference is
intended to be made to Federal Reserve purchases of $1.5 billion of
Government securities, or an amount equal to the excess reserves
actually supplied through the reductions in reserve requirements.

On the basis of these assumptions, it can be stated that the Treas-
ury’s debt management problems would not be substantially different
today if the Federal Reserve had supplied the $1.5 billion of funds by
purchasing Governments rather than reducing reserve requirements.
It is possible that, as a result, interest rates might be slightly lower
on Government secuirties, inasmuch as a slightly smaller vo?:lme of
Governments would be held in the market and a slightly larger amount
would be in the portfolios of the Reserve banks. But this difference
in interest rates on Grovernments would probably be very small since
$1.5 billion is a relatively minor part of the marketable Federal debt
of more than $180 billion.

The credit policy moves of the Federal Reserve in the first half of
1958 were discussed with the Treasury. We believe that the actions
taken by the System at that time were appropriate to the economic
situation as it then appeared to be developing.

The Treasury always seeks suggestions from Federal Reserve offi-
cials and staff members on the terms and interest rates of new issues
of Government securities, as was indicated in the reply to question 33.
The Federal Reserve, because of its continuous contact with the Gov-
ernment securities market and its other relations with the financial
community, has intimate knowledge of financial market developments.
Such information is most useful to the Treasury in its debt manage-
ment decisions. The final decisions on debt management are always
made by the Treasury, however, just as final decisions on monetary
policy are made by Federal Reserve authorities.

Question A-5. It is sometimes said that member banks’ reserves are
funds which the banks have deposited with the Federal Reserve
banks, and that the member banks are thus denied the opportunity
to use their own money—what is your understanding as to the
sources of member bank reserves?

Answer

Most of the new reserves obtained by the banking system arise either
from an increase in the Nation’s gold stock or an expansion of Federal
Reserve credit. Bank reserves may also rise as a result of a decline in
currency in circulation, Treasury cash holdings or deposits with the
Federal Reserve banks, and foreign and other deposits at the Reserve
banks, or an increase in Treasury c¢urrency.
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Gold is the basis of our money supply. All gold produced in this
country or imported into the cvountry must be sold to the Treasury
at a fixed price of $35 per ounce. Each dollar’s purchase of gold by
the Treasury tends to increase bank reserves by the same amount.
The Treasury pays for the gold by drawing a check on its account
in a Federal Reserve bank, and the recipient of the check in turn de-
posits it in his commercial bank (probably a member bank). The
member bank sends the check to its Federal Reserve bank for payment,
which is normally effected by a credit to the member bank’s reserve
account at the Reserve bank. Consequently, member bank reserve
balances tend to rise by the amount. of the gold purchase.

Although Federal Reserve credit consists of several items, includ-
ing member bank indebtedness to the Reserve banks and “float”
(credit granted to member banks for checks on other banks still in
process of collection), the most important component as a long-run
source of member bank reserves is System holdings of U.S. Govern-
ment securities. When the Federal Reserve Bank of New York, as
agent for the Federal Open Market Committee, purchases Govern-
ment securities from dealers, payment is in the form of a cashier’s
check issued by the bank. The dealer deposits the check to his account
in a member bank, and the bank in turn transmits the check to the
Federal Reserve bank for payment. Since payment involves credit
to the member bank’s account at the Federal, member bank reserves
rise by the amount of the purchases of Government securities.

Thus, increase in the Nation’s gold stock and in Federal Reserve
credit are the major sources of member bank reserves. Since 1934
(through October 1959) the gold stock has risen by more than $11
billion and Federal Reserve credit has increased by about $26 billion.
However, primarily because of a drain of currency into circulation,
which absorbs reserves, member bank reserves rose by only $1414
billion over the 25-year period.

Question A-6. If member bank reserves have been created by the
Fed itself, and by the Treasury, and the member banks have been
allowed to create several dollars of money for each dollar of re-
serves, do you see where there is any burden being imposed on the
member banks by requiring them to keep these reserves on deposit?

Answer

Although the banking system is able to create several dollars of
deposits on the basis of one dollar of reserves, this is by no means a
riskless or costless operation. Banks assume risk in the lending and
investing operations that give rise to deposits. Moreover, costs are
incurred, both in extending credit and in administering deposit
accounts. Consequently, stockholders of banks are entitled to a fair
return on the money that they have invested.

Gross earnings of member banks depend in part on the level of
reserve requirements. The effect of a high level of reserve require-
ments is to immobilize, in the form of nonearning assets, a substantial
proportion of bank assets. Thus, the higher the level of reserve re-
quirements, the lower bank earnings tend to be, and vice versa. In
this sense, reserve requirements, which were established in the public
interest for the purpose of monetary control, can be viewed as impos-
ing a “burden” on member banks. The fact that a large portion of
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the reserves of member banks were originally created by Treasury
purchases of gold and Federal Reserve purchases of Government
securities does not fundamentally affect this conclusion.

Question A-7. With reference to the amendment which has been
placed on the bill to remove the interest rate ceiling, I believe
you first testified that you could live with this amendment—
what is your present position on the amendment?

(@) What has caused you to modify your views on the amend-
ment, if they have been modified.

Answer

On July 8, 1959, the chairman of the Ways and Means Committee
of the House of Representatives announced that the committee had
approved a bill (not subsequently reported in that form) that would
authorize new issues of Treasury bonds at rates higher than the statu-
tory ceilings upon a finding by the President that the national in-
terest required such maximum limits to be exceeded. The portion of
the bill referred to in the question, known as the Metcalf amend-
ment, was as follows:

It is the sense of Congress that the Federal Reserve System, while pursuing
its primary mission of administering sound monetary policy, should, to the
maximum extent consistent therewith, utilize such means as will assist in the
economical and efficient management of the public debt; and, in so doing, the
System should where feasible bring about needed future monetary expansion
by purchasing U.S. securities of varying maturities.

I opposed this amendment from the beginning. The major reasons
were summarized in a supplemental statement presented in connection
with my testimony before the Joint Economic Committee on July 24.
I said,in part:

In judging the appropriateness of a “sense of Congress” action relating to the
techniques of monetary policy, the single most important consideration involves
the impact of such action on public confidence. Informed observers both at
home and abroad are deeply concerned as to whether the action would be con-
strued as working in the direction of restricting the ability of the Federal Re-
serve System to promote our vital economic objectives by pursuing flexible and
appropriate monetary policies.

It is for this reason that I told the House Ways and Means Committee, when
the Metcalf amendment was initially considered, that one of the most important
factors to keep in mind was the interpretation of the meaning of the amend-
ment on the part of responsible participants in financial markets, including
investors in Government securities and all other fixed-dollar obligations, foreign
central banks, and everyone else who has an important stake in the soundness
of the American economy.

According to the information we have received, the reactions in these quarters
have been predominantly unfavorable. Concern has been expressed that flexi-
bility in the administration of monetary policy would be impaired and that
this, in turn, would raise doubts concerning the determination of the U.S.
Government to pursue sound finaneial policies in the future.

* * * * * * *

Part of the concern over the implications of the Metcalf amendment stems,
I think, from uncertainty as to whether the amendment is permissive or manda-
tory. In view of the fact that the Federal Reserve System is directly responsi-
ble to Congress, it is not surprising that a number of observers view the
amendment, if not as a directive, as a strong congressional presumption relating
to the manner in which the instruments of monetary policy are to be utilized.

There is, of course, no doubt about the authority of the Congress to issue
specific directives to the Federal Reserve System. The important question,
however, relates to the nature of such directives: Whether they should pertain
to the actual use of credit-control instruments, or whether they should be



EMPLOYMENT, GROWTH, AND PRICE LEVELS 3339

broader in nature. In this connection, I would respectfully call the committee’s
attention to the conclusions of your Subcommittee on Monetary, Credit, and
Fiscal Policies in 1950 ’

“It appears to us impossible to prescribe by legislation highly specific rules
to guide the determination of monetary and debt management policies, for it
is impossible to foresee all situations that may arise in the future. The wisest
course for Congress to follow in this case is to lay down general objectives,
to indicate the general order of importance to be attached to these various
objectives, and to leave more specific decisions and actions to the judgment of
the monetary and debt management officials * * *” (pp. 27-28 of subcommittee
report).

Thig conclusion, which was reached after a thorough and comprebensive study
of monetary, credit, and fiscal policies, seems as valid today as in 1950.

Moreover, the legislation pending before the House Ways and Means Com-
mittee relates primarily to debt management. If, within the context of this
type of legislation, there are amendments that would normally pertain to the
Federal Reserve Act, additional doubts may be generated as to the reasons
underlying the amendments. Such doubts can contribute to instability -in
financial markets.

* * % * % * %

If the Metcalf amendment, or the suggested changes in language in it, has no
meaning, there is no reason for it. If it has meaning, we must be concerned about
it.

Question A-8. With reference to lengthening the maturity of the debt,
should there be some authority for the Treasury to swap securities
with the Federal Reserve—say, to swap long-term issues for short-
term issues being held in the Fed’s portfolio?

Answer

The compelling reasons for achieving some lengthening of the
maturity of the Federal debt (or rather to keep it from growing
shorter and shorter) pertain to the portion that is publicly held, not
to securities owned by the Federal Reserve banks. These reasons
relate in part to the economic significance of the maturity distribution
of the publicly held debt; for example, some shifting of debt maturi-
ties from short- to long-term during a period of inflationary pressures
can help limit those pressures. In addition, it is important to achieve
some lengthening of the maturity structure of the debt in order to
prevent excessive concentration of maturing securities, which can
complicate both debt management and monetary policies. (See also
the reply to question 15.)

As already noted, however, these considerations apply only to the
publicly held debt, not to the securities owned by the Federal Reserye
banks. -An exchange of -long-term bonds for short-term securities
held by the Reserve banks would, in itself, have no economic signifi-
cance. Nor would it serve to ease the problems arising from heayy
concentration of the public debt in early maturities, inasmuch as the
Federal Reserve banks typically roll over the entire amount of maturi-
ties into new Treasury 1ssues.

Finally, debt operations of the type envisaged in the question could
take place under currently existing authority. There is nothing in
the law that prevents the Treasury from offering the Federal Reserve
banks some long-term securities in exchange for securities now held
by the banks, either at maturity or in advance of maturity. Nor is
there any legal prohibition against Federal Reserve’s acceptance of
such an offer. From the Treasury’s standpoint, however, there would
be no apparent benefit from a funding operation of this type. From
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the Federal Reserveé’s standpoint, it might curtail the supply of avail-
able short-term issues néeded for the most efficient conduct of open
market operations.

Question A-9. What has been the effect of the “bills only” policy on
debt management—has it made the problem easier or harder?

Answer

The Federal Reserve’s decision to concentrate its open market oper-
ations in short-term securities is a natural evolution of the policies it
followed after the Federal Reserve-Treasury accord in 1951.  Peggin
of interest rates during the preaccord period had seriously impaire
the effectiveness of the Federal Reserve as an efficient executor of
monetary policy.

Following the accord, the Federal Reserve withdrew support imme-
diately from the market for outstanding longer-term Treasury issues.
It also withdrew support gradually from new Treasury financings
insofar as specific new issues or adjacent outstanding issues were
concerned. These steps were felt necessary to rebuild a Government
securities market which had confidence in the Federal Reserve’s will-
ingness to Jet market forces assert themselves throughout the maturity
range of Government securities, except for the very shortest issues,
in which the Federal Reserve would continue to deal in pursuance of
its monetary objectives in either creating or absorbing bank reserves.

‘We believe that the policies followed by the Federal Reserve since
the Treasury-Federal Reserve accord have, indeed, contributed to a
restoration of market confidencé in the competitive forces which ac-
count for its strength. The so-called “bills only” policy is essentially
an operating technique for creating or absorbing bank reserves with a
minimum direct éffect on prices of Governnient securities. It may
be true that at times departure from this technique might have eased
Treasury debt management problems. It is also true, however, that
System operations in long-term securities might on occasion lead to
transitory price movements in these securities that would complicate
rather than ease debt management problems.

Admittedly, debt management problems could seemingly be eased—
but only temporarily—by abandonment of “bills only” and a return
to the practice of directly supporting the prices of Government securi-
ties. But if the “bills only” practice were superseded by the earlier
practice of rigidly pegging the prices of Government securities, it
would be at a cost of encouraging a highly inflationary expansion in
the money supply. The objective of facilitating debt mianagemeiit,
although important, cannot be allowed to take precedence over our
more important economic objectives relating to employment, growth,
and price levels. .

Some observers believe that one middlé course, involving Federal
Reserve support of Treasury securities only at times of financings
(“underwriting”) could be effective in easing debt management prob-
lems without hindering the functioning of the market or endangering
the attainment of more important economic objectives. Such a mid-
dle course presents difficulties, however. During periods of relatively
stable investor expectations it might appear feasible; but at such times
the Treasury’s debt management problems are not usually severe.
Those problems become most trotiblesome in a declining market, but -
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it is precisely at such times that minimal support operations are most
difficult to carry out. When investors expect higher interest rates, an
attempt at small-scale support purchases by the System runs the
considerable risk of encouraging large-scale liquidation by market
holders of Government securities. Under such circumstances, large-
scale support purchases mi%ht become necessary. This means that
high-powered reserves, capable of supporting a multiple expansion in
the money supply, are injected into the market by the Federal Reserve.
And it is probable that such injections would occur at a time when
monetary restraint is appropriate in order to promote our important
economic ohjectives.

Question A-10. What has been the effect of the “bills only” Z;nolicy on
the relationships between shori-term, intermediate, and long-term
interest rates?

Answer

The confinement of Federal Reserve open market operations to
securities of short maturity probably tends to contribute to somewhat
greater fluctuations in short-term interest rates and somewhat lesser
movemernts in yields on intermediate- and long-term securities. To
the extent this is true, prices of Government securities would tend to
fluctuate less over the whole period of the business cycle. This is be-
cause prices of long-term securities fluctuate more widely than prices
of short-term issues with 4 given change in interest rates.

It is probable, however, that the effect on the pattern of interest
rates of confining System operations primarily to short-term securi-
ties is not very large. Certainly the Treasury’s decisions as to the
maturity of many billions of new issues sold each year far overshadows
this factor in influencing the balance between supply and demand.

The interest-rate effects of System open market operations are by
no means confined, of course, to the securities in which the System
deals. For each dollar of short-term securities purchased, five or six
dollars of bank lending power is generated, and this additional lend-
ing power will not be confined solely to issues of short maturity.
Moreover, in recent yéars expectations on the part of investors con-
cerning future trends in business activity, monetary policy, and the
availability of funds in credit markets have exerted important influ-
ences on intermediate- and long-term interest rates. In late 1957 and
early 1958, long-term interest rates, declined sharply, largely on the
basis of a change in expectations, before System open market opera-
tions exerted their major effect on the credit market. Again, in the
summer of 1958, intermediate- and long-term rates rose sharply, fol-
lowing a reversal in investor expectations, before System open market
operations were shifted from ease toward restraint.

Question A-11. It is my understanding that at times the purpose
of the Fed’s tight-money policy has been mainly to dampen an
investment boom—what interest rates most affect the level of in-
vestment—the short-term or the long-term?

Answer

Investment may be either short-run or long-run in nature. Thus,
short-run business investment in inventories is most affected by short-
term interest rates. Long-run business investment in plant and equip-
ment is most affected by long-term interest rates. This is because the
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term of the credit extension in each case is likely to bear some relation-
ship to the life of the investment being financed.

1t is important to recognize, however, that the impact of monetary
policy is not confined to the influence of interest rates on investment
decisions. As is pointed out in the reply to question 6, the availability
of credit is also an important factor.

Question A-18. Has the T'reasury found that high interest rates have,
in fact, caused the big corporations to postpone or to cancel their
expansion plans to any substantial extent?

Answer :

It is doubtful that the range of interest-rate fluctuations during the
postwar period has been sufficient to have exerted a significant in-
fluence on expansion plans of the larger business corporations. On
the other hand, there is no doubt that both the timing and amount of
business capital expenditures have been influenced by capital market
developments, including the level of interest rates, availability of
credit, and various terms and conditions relating to debt contracts.

Moreover, it is important to understand that the purpose of a re-
strictive monetary policy, during a period of rising business activity
and inflationary pressures, is not to enforce a sharp cutback in busi-
ness investment, but only to dampen the rate of investment so that
overexpansion does not lead to a later decline.

Consequently, sharp changes in the volume of business investment
in response to monetary policy actions are neither to be desired nor
expected. In our judgment, the moderately restrictive monetary pol-
icies pursued during recent periods of business expansion have tended
to influence appropriately tI})w pace of business capital investment.

Question A—13. With reference to gold, the International Foreign
Trade Council predicted this week that this country will have a
deficit of about $5 billion in its international balance of payments
this year—that would probably mean a 85 billion loss in the
Treasury’s gold stock, would it not?

(@) Do you agree with the proposition that interest rates
should be high in order to hold funds in this country?

(5) Do you agree with the proposition that further wage in-
creases pose a serious threat to our gold hoard, because we may be
priced out of foreign markets?

(¢) How much of the expected deficit in the international
balance of payments this year will result from an adverse balance
of trade—that is, from trade in actual goods and services?

(@) How much of the deficit is expected to result from a net
export of capital, and how does this amount break down as be-
tween foreign aid and other capital movements?

(e) How much U.S. money is going abroad to speculate in for-
etgn, stock marketsf

() Do you think it desirable to curb U.S. speculation or in-
vestment in foreign stocks?

(9) Do you think that the threat to the Treasury’s gold stock
18 serious enough that we should cut back on foreign aid?

Answer

The National Foreign Trade .Councii’s estimate of a 1959 deficit of
$5 billion in the U.S. international balance of payments would not
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mean there would probably be an equivalent loss in the Treasury’s
gold stock. ' While countries may be more apt to purchase gold from
the U.S. in years when they are accumulating substantial amounts of
dollars than in years when their dollar accruals are relatively small,
there is no way of predicting what portion of their dollar accumula-
tions they will use to purchase %old. This decision on the part of for-
eign governments and central banks will be influenced by such fac-
tors as the existing amount of }%old which they hold relative to other
foreign exchange reserves, by the loss of interest they would undergo
by converting dollar earning assets into gold and by their judgment of
their own prospective need for dollars to pay for imports.

(a) The domestic aspects of high interest rates are more important
than their tendency to encourage foreigners to hold funds in this
country. '

(b) "Anything that makes U.S. prices relatively higher than foreign
prices for goods that move in international markets will tend to dis-
courage our exports and increase our imports with possible indirect
effects on our gold position. Efficiency of U.S.labor and management
as compared with that abroad, suitability of American goods for for-
eign requirements, pricing policies followed by U.S. firms, as well as
wages and many other factors affect the situation.

(% and (d) As I pointed out in a speech of September 29 before
the Board of Governors of the International Monetary Fund at their
annual meeting:

The excess of exports of United States goods and services over our imports is
currently running at the rate of about $3 billion per year. This excess is not
sufficient to meet three large categories of out-payments by the United States
which in the aggregate amount to about $7% billion a year. There is a differ-
ence of roughly $41% billion. Some of these out-payments are directly associated
with and add to our exports; others bear a much more indirect relationship to
our trade. But their overall effect is to provide foreign countries with sub-
stantial net receipts of dollars.

One of these three large out-payments by the United States consists of military
expenditures abroad, which have been running over $3 billion in recent years.
The second is net U.S. Government grants, loans and other capital outflow of
about $21% billion a year. The third is the outflow of private capital which
amounts to $2 billion or more per year. Despite heavy demands on our savings
at home, reflected by rising interest rates, we are making substantial amounts
of these savings available to underdeveloped countries. Moreover, large con-
tributions to the defense of the free world are an important part of the inter-
national policy of the United States Government and of all the free world.

The resulting large payments deficit or difference of about $4% billion is
accounted for mainly by foreign gains of gold, dollar holdings, and both short-
and long-term foreign investments in the United States. It is our hope that this
large payments difference will be reduced by increases in our commercial exports
of goods and services relative to our imports of them. But, while we will put
emphasis on strengthening our capacity to export, we cannot be unmindful of
other factors and therefore we will also keep our whole international financial
position under review.

(¢) Reported gross purchases of foreign stocks by U.S. residents
through brokers and dealers amounted to about $450 million in the
first 5 months of this year. In the same period about $228 million of
foreign stocks that had been held by U.S. residents were sold back to
foreigners, so that net purchases by U.S. residents of foreign stocks
amounted to about $225 million.
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() The free international movement of capital is a basic economie
principle long espoused by the United States and, except in periods of
national emergency, we have never imposed governmental ¢ontrols on
the free flow of private funds between the United States and foreign
countries.

(g) As I noted in the quotation cited above “* * * we will also
keep our whole international financial position under review.”



ANSWERS BY THE CHAIRMAN OF THE BOARD OF GOV-
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QUESTIONS SUBMITTED DURING THE COMMIT-
TEE HEARINGS BY THE VICE CHAIRMAN,
CONGRESSMAN WRIGHT PATMAN
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Boarp oF GOVERNORS OF THE
FEepErAL RESERVE SYSTEM,
Washington, November 18,1959.
Hon. WricET PATMAN,
Vice Chairman, Joint Economic Commitiee,
House Office Building, Washington, D.C.

Dear MR. Pataran: I am transmitting herewith copies of answers
to your 48 supplementary questions to my testimony before the J oint
Tconomic Committee on July 27, submitted with your letter of August
17. In preparing the answers, we have tried to accommodate your
request that replies be brief. In every case, however, I am afraid
we have not succeeded, although we have endeavored to avoid repeti-
tion by combining answers to related questions.

Even though you suggested that quick and short answers to the
questions should be possible, the preparation of adequate responses
has taken a good deal of time. In part this has resulted from the
range of subjects covered. I trust that the time required to complete
answers to your questionnaire has not impeded unduly your com-
mittee’s work. '

Sincerely yours,
Wum. McC. MarrIn, Jr.
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Question 1. Is it the Federal Reserve’s position that its monetary
policies have had their practical effects principally through inter-
est rates, or principally through money supply?

Quostion §. Has it been the Federal Reserve’s emperience that it can,
or cannot, significantly influence the level of interest rates without
making corresponding changes in the monsy supply? -

Combined answer

The Federal Reéserve position is that it is impossible to separate the
effects of changing interest rates and changing supply of money upon
economic activity. They are merely two aspects of the process by
which spending 1s encouraged or restricted in influencing stable eco-
nomic growth. Interest rates reflect principally the relationship
between investment demand and the supply of saving available for
investment. With particular reference to question 5, 1t may be said
that changes in interest rates may and do occur without corresponding
changes in the moriey supply because interest rate changes reflect pri-
marily the equating of investment demand and savings. Changes in
the money supply are only one of many elements in this equation.

The money supply, which may be influenced by Federal Reserve
policies, consists of cash balances held on deposit in banks and cur-
rency in circulation, and is provided through bank credit expansion.
Credit provided through this channel comprises a relatively small,
though highly important marginally, portion of the total volume of
credit extended. To avoid either inflationary or deflationary tend-
encies, the amount of bank credit extended to accommodate cash
balances should be limited to a volume consistent with a sustainable
balance between consumption and investment. If the money supply is
so limited, variations in interest rates reflect principally changes in
credit demands, since experience shows that changes in credit demands
are more variable than changes in aggregate savings.

Over the course of the economic cyc%e, rising interest rates are likely
to accompany a cyclical increase in the money supply because credit
demands are rising more rapidly than savings and the public has
growing needs for cash balances, associated with risin%l incomes and
expenditures. Declining interest rates, on the other hand, tend to
accompany a cyclical contraction in the money supply because credit
demands and cash needs are both declining. Any attempt to increase
bank credit and the supply of cash balances adequately to prevent a
rise in interest rates at a time when demands for credit are expanding
cyclically is likely to result in speculative or otherwise unsustainable
increases in credit and thus to contribute to economic instability.

When there is a strong and widely held expectation of inflation,
interest rates tend to move up to and maintain much higher levels.
Basically, this reflects the fact that expectations of inflation tend to
stimulate demands for credit and at the same time to diminish the
incentive to invest savings in fixed-interest obligations. Whenever an
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increase in the money supply is large enough to instill fears of infla-
tion, interest rates will tend to rise to higher levels.

Effects of tightening or easing reserve positions—When credit de-
mand increases, banks as well as other lenders are under pressure to
expand their total loans and investments. If the period is one of
high-level resource utilization, the Federal Reserve acts to restrict
growth of bank reserves, thus limiting the ability of banks to expand
further the supply of credit and money. As the growth of bank
credit is restrained interest rates will rise.

. An advance in interest rates is the market’s way of allocating avail-
able funds. Lenders are thereby encouraged to continue to hold exist-
ing securities, thus reducing their ability to acquire new loans and in-
vestments. Rates on new loans and security issues increase; lenders
become less willing to extend credit on existing credit terms and stand-
ards; and borrowers are confronted with both higher interest costs and |
more stringent terms of borrowing which dampens their willingness to
borrow. Credit to marginal borrowers and for marginal uses is thereby
cut back. Slower expansion of total credit and money supply retards
expansion in expenditures financed with monetary expansion and bor-
rowed funds, and thus moderates upward pressures on prices.

As credit and monetary growth is restricted and interest rates rise,
business expenditures from internal funds may also be retarded. Ris-
ing interest rates tend to decrease the capitalized values of both tan-
gible assets and securities and to reduce the liquidity of asset holders.
At the same time, rising interest rates are conducive to an increase in
money savings, with a reduction in consumption expenditures and an
increase in funds available for lending. The reduction in the rate of
growth of expenditures also moderates expectations of increase in
prices and profits and so tends to restrain commitments for future
expenditures.

onversely, when investment demand declines, the easing of bank
reserve positions by Federal Reserve actions encourages expansion of
bank credit and the money supply. Declining interest rates and in-
creased availability of funds tend to bring marginal borrowers into the
market and thus to increase aggregate expenditures. Expenditures
are further encouraged by the increase in asset values and the resulting
improved liquidity of many spending units as well as by expectations
of rising economic activity.

Relationship between interest rates and volume of money.—The re-
lationship between the level of interest rates and the volume of money
fluctuates greatly from time to time in accordance with the changing
relationship between investment demand and the supply of saving.
Thus, when investment demand is rising, interest rates may rise even
though the volume of money is also increasing. Only if the reserve
positions of banks are expanding at the pace set by the boom can a
rise in interest rates be limited by monetary action, and then only
temporarily because such an action would stimulate credit and mone-
tary expansion, creating inflationary developments, and eventually
resulting in accentuated recession and depression. Conversely, inter-
est rates generally fall in a period of decreasing investment demand
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even if the volume of money declines somewhat. Should monetary
policies be directed toward preventing the decline in interest rates,
demand might be further depressed.

At any given time, however, a close relationship prevails between
the volume of money and the level of interest rates, and the Federal
Reserve is unable to influence either independently of the other.
Under given conditions of investment demand and supply of saving, a
more restrictive credit policy will be accompanied by slower expan-
sion in the money supply and higher interest rates; a less restrictive
credit policy, by an increased expansion in the money supply, and
lower interest rates. These actions in turn influence the saving-in-
vestment process and spending patterns, and thus conditions are
changed.

Federal Reserve action and interest rates—As already explained,
actions taken by the Federal Reserve operate through the reserve
positions of member banks, and through them on the willingness of
banks to lend and invest. Interest rates are necessarily one, but on}ly
one, of the many economic and financial indicators that are consid-
ered by the Federal Reserve in its policy decisions. The ultimate
focus of policy consideration is on the quantity of cash balances or
supply of money that is appropriate for sustainable growth, and
this focus must take into account many factors that have varying in-
fluence upon the desire of the public to hold cash.

The direct effect on interest rates of changing bank reserve posi-
tions shows up first in rates on short-term open market assets, such
as short-term U.S. Government securities. Since banks use these
securities for reserve adjustment purposes, any increase in reserve
availability is likely to be reflected in purchases of such securities.
The resulting reduction in yields on secondary reserve assets, how-
ever, together with the increasing liquidity of banks, will cause banks
as well as other investors to seek out higher yielding assets, both
longer term securities and customer loans, thus tending to reduce their
rates also. Conversely, when banks lose reserve funds, they are likely
initially to dispose of short-term securities. As short-term rates rise
and bank lequidity declines, however, banks will restict investment
in other types of assets, thus causing market interest rates on such
assets to rise.

Federal Reserve purchases and sales of U.S. Government securities
have some immediate effects on market interest rates by. affecting the
supply of securities in the market. These are minimized by con-
fining operations to short-term securities. Moreover, the effects, con-
sidering the usual size of open market operations in relation to the
outstandin% supply of securities, are ordinarily small; the effects
stemming from the associated change in bank reserve positions are
much greater because of the multiple bank credit expansion impact of
such changes.

Federal Reserve actions may, of course, have some expectational or
psychological effects on interest rates in addition to or prior to those
resulting from changes in bank reserve positions. Market profes-
sionals, for example, are constantly striving to assess the effects of
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open market operations on bank reserves and, through their own
market actions, to anticipate changes in interest rates. Expecta-
tional effects of open market operations are secondary in impértance,
however, to those stemming from associated changes in supply of bank
reserves; they can be sustained only if accompanied by actual changes
in bank reserves.

As another example, a change in the discount rate may have an
immediate psychological effect on other interest rates, as well as a
more sustained effect. Changes in the discount rate affect the will-
ingness of banks to obtain reserves by direct resort to Reserve bank
discount windows, and these changes may be reflected in market in-
terest rates even though no absolute change has occurred in the volume
of bank reserves. The point is that, under these circumstances, lenders
and borrowers in the market will expect bank credit and monetary
expansion to accelerate or decelerate in the future, as the case may
be, and the interest rate effect will reflect market anticipations of a
forward change in the supply situation.

The ultimate influence of a change in the discount rate, however,
will depend on the actual change in reserves, especially from non-
borrowed sources, and the pressures of credit demands. A pro-
nounced expectaticnal effect of discount rate action is most likely at
a cylical turning point; a reversal in the direction of discount rate
movement may be interpreted by the market as signaling an altera-
tion in policy of more than a temporary nature.

As a final example, changes in reserve requirements may have
psychological, as well as direct, effects on interest rates because they
signify a general and pervasive action to ease or tighten bank reserve
positions. Interest rate movements in response to reserve require-
ment action may go further than actual changes in reserve positions
will support and subsequently experience a reverse adjustment.

Question 2. Is there any factual evidence that, over the past decade,
price_changes have been correlated with changes in the money
supply? If so, please present the evidence.

Answer

Yes; there is factual evidence from many countries that over the
past decade price changes have been correlated with changes in the
money supply. Such evidence is presented in the attached table.
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The relationship between movements of prices and money sqpply,
however, has varied among countries and within any particular
country from one time to another. In countries experiencing par-
ticularly rapid growth in physical output and trade (e.g., Gérmany,
Venezuela, Italy), increases in the money supply were possible with-
out being as closely related to advances in price levels as in other
countries.

The impact of increases in the money supply on prices also has de-
pended upon the volume of ¢ash and liquid assets existing at the be-
ginning of the period. In some European countries, such as Belgium
and Germany, postwar currency reforms had reduced very sharply
the public’s holdings of liquid assets; in these countries expansion of
the money supply was required to reconstitute the public’s holdings,
and the effect of such expansion on prices was less than could other-
wisé hiave béen expected. Iii other countries, such as the United King-
dom, the money supply had risen rapidly during the war years; sub-
sequently, it grew very little, but there was a more intensive use of
the existing money supply, and a relatively rapid increase in prices
could occur despite a very small rise in the money supply. Changes
in the rate of turnover of money complicate short-period comparisons
between tlie money supply and the price level.

In spite of such exceptions and qualifications, the broad groupings
of countries in the attached table reveal a rough correspondence be-
tween increases in money supply and increases in cost of living for
the decade as a whole.* The six countries where the money supply
more than quadrupled during the decade (group I) were, with one
exception (Colombia}, the countries experiencing the largest incréases
in the cost of living—in no case less than 120 percent. In all but'3
(Germany, Venezuela, Italy) of the 10 other countries where the
money supply at least doubled (group II), there occurred increases
in the cost of living of at least 75 percent. In only one (Australia)
of the remaining countries (group III) did the money supply in-
crase more than two-thirds, and this country was the only one in
which the cost of living also rose by more than two-thirds.

1 The grouping of these countries would not be changed significantly 1f 1953 were chosen
as a basis for comparison,
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Index numbers of money supply * and prices*

(1948=100)
GROUP 1. COUNTRIES WHERE MONEY SUPPLY MORE THAN QUADRUPLED, 1848-58
1048 | 1040 | 1950 | 1051 | 1052 | 1053 | 1954 | 1955 | 1956 | 1057 | 1958
Bolivia {Money.- 100| 115 155| 185| 275| 500 | 840 | 1,650 | 5,985 | 9,030 [ 9,075
olivia ... Prices...| 100 | 104 | 130 | 174 | 217 435 | 970 | 1,748 | 4,870 | 10,435 | 10,870
Chile {Money._ 100 119 137( 178 | 244| 370 | 544 | 885 |1, 1533 | 2
------------ Prices.| 100 | 121 | 138 160 | 205| 256 | 444 | 774 | 1,208 | 1,608 | 1,928
Brazil {Money.. 100| 118 158 ] 83| 210| 250 | 305! 358 '438| 85| 713
aziloooeoooooo Prices...| 100 o7| 103 108| 132| 61| 10| 23¢| 27| 33| 384
Isracl {Money._ 100| 128| 167 | 213 | 28| 256 | 308| 372| 456| 50| 582
Bel oo Prices...| 100 | 104 ] 96| 104 [ 163} 208 233 248 | 263 281 200
Argenting 3 {Money™) na. | na. 100 122| 10f 172) 200| 236| 276| 309| 452
gentina 3. Prices..| na | na | 100| 135| 188 | 196| 204 229| 259 | 32| 425
Colombia {Money.. 100| 120 | 127| 1a7| 173] 204 243 | 251| 32| 55| 431
-------- Prices..| 100| 107 | 120 | 140| 144 | 147| 160 | 159{ 69| 1e4| 222
GROUP II. COUNTRIES WHERE MONEY SUPPLY MORE THAN DOUBLED, 1948-58
Japan {Money.. wo| 100 es5| 125] 151 233 | 242| 29| 36| 340| 3m1
L Prices..| 100| 132 | 124 144 | 150 | 161 | 171 | 168| 169 | 17| 176
France Money..| 100| 123 | 143] 168 | 201 | 213| 243 | 272| 300| 32| 347
----------- Prices...| 100| 115| 128{ 150 | 168 | 167 | 167 | 168| 12| 17| 202
German Money..| 100| 120{ 145 167 186 | 204 231| 304 | =271{. 306] 347
S Prices..| 100| 106 | 100| 108| 10| 108! 08| io| 13| 14| 118
Mexico {Money.. wo| 12| 154) 174| 10| 200] 224 | 268| 208| 18] 342
«e-ee----N\Prices...| 100] 104 | 111] 125| 144 | 41| 18| 172| 1s0| e0| 211
Pert {Money-. 00| 08| 128 156 | 176 | 200| 212 224 22| 282 302
------------- Prices...| 100 | 113 | 128 | 141 | 51| 164 | 172| 18| 10| 205| 221
Veneznela {Money.- 00| 112 114| 120 | 10| 152 | 188§ 176} 200| 265| 202
------- Prices...| 100| 108 | 29| 18| 19| 18| 18| wus| 19| 1] 121
Austria ¢ {Money na. | 100 | U1 | 134, 46| 179 | 25| 220! 288 | 25w | o84
--------- Prices. | na. | 100 | 117| 1487 18| 167| 172 175| 180 | 187] 1%
Ital {Money.. 100| 115 126 | 47| 169 | 187 202 226| 24| 260 277
S Prices...| 100| 01| w00 110 114 17| 120 123{ 128 120] 132
Urugus {Money_1| 100 | 106 | 130 | 128 o | 156 | 19| 177| 198| em| 275
BUBY-oeee oo Prices...| 100 | 106 | 101 | 115 | 132 141 | 158 | 172 | 183 210 246
Finland {Money.- 00| 10 128| 182 | 160 167 | 183 | 195{ 208| 25| 235
---------- Prices...| 100 | 08| 122| 147| 153 156 | 156 | 1s2| 19| 188| 198
GROUP III. OTHER COUNTRIES

N Money | 100 18| 149 | 167 162| 12| 187 ) 191| 10| “198| 193
Australia_._... {II\’{rices - 1% “é 120 1464 171 | 179 | 180 184 | 193 20% 205
oney | 100 | 108| 111l 115} ne| 125| 120{ 132} 12| 14 163
Switzerland...... {Prims... 10| 99] o8} 102| 05| 04| 105] 06| 17| 109! 111
Sweden {M(_)ney_ wo| 103) 107] 131 | 135| 141 | 144 | 145 15| 18| 161
---------- Prices .| 100 101] 08| 18| 127 30| 13t| 135| 142| 147 155
Canada {Mpney_ 100 | na| u3| naf @ ol 29| 187 16| 140] 128
--------- Prices 1 ‘100 | 104 | 106 17| 120 | 19| 120 | 10| 21| ) 12

oney.. 10| 125| 128 127 149 1 13| 63| 163] 1
New Zealand.__.. {Prioes lroo| 01| 108{ 119 128 133 140 | 14 19| 1:2| 13
Ircland {Money.. 0| 107 ] 11| 120 125| 132| 138 | 11| 11| 1s0| 140
---------- Prices ..| 100 101 | 103 | 110 120 127| 127 130] 135 142| 148
Norway {Mgney.. 100| 100] 101 | 118] 126| 32| 137| 14| 1s5| 45| 147
--------- Prices. | 100 | 100 | 105 | 12| Lz | 13| 11| Mzl 17| o) 18

oney..| 100 | 1 7 100 116} 124| 135 30| 1 1
Netherlands. ... {Prices__, 100 165 | 115 128 128 | 128| 133 | 136| 13| 17| 150
Belgium {Money.. 10| 105 104 | 12| 117{ 120 123 | 120| 33| 133| 140
--------- Prices...| 100| 98| o7 106| 106| 106 107| 107| 11| 14| 115
Denmark {Money._ 00| 96| 94| 97| 12| 08| 103| 05| 7| 11| 133
-------- Prices | 100 | 101 | 107 | 19| 128 | 12| 123 | 1| sl 10| 144

. oney.. uz| 16| us{ 121 124f 12| 125) 1
United States..... Prices | 100 | 88| o0 | 108 | 1o | i} mijomifong) ourl o
I oney..| 1 104 18] m| m| mn2| n 114
United Kingdom |(Jioney—| 001 100\ 102 | 1001 1981 11 Ha| &l 1m| Is| 15

1 End of year data.

2 Cost of living i
31950=100.
41949=100.

ndex, annual average.

Sources: International Monetary Fund, International Financial Statistics:

194849, January 1956

1950~58, September 1959



EMPLOYMENT, GROWTH, AND PRICE LEVELS 3355

Question 3. Is there any factual evidence that people have saved a
larger percentage of their incomes in periods when interest rates
were high than in periods when interest rates were low? If so,
please present the evidence.

Answer

This question is interpreted to relate to consumer savings. Factual
evidence indicates that there have been times in the postwar period
when relatively high interest rates have been associated with a larger
percentage of consumer saving out of current income and other times
when relatively low interest rates have been associated with a smaller
percentage of income saved. As shown in the accompanying table,
this is particularly true of consumers’ saving in financial form (that
is, the net increase in their financial assets less the net increase in their
debts), a form of saving more responsive to interest rate movements
than is the total of consumer saving. Before examining the data,
however, some difficulties of analysis and interpretation raised by the
question need consideration.

Movements of interest rates reflect the extent to which the desire
to invest is matched by the desire to save. If investment demand ex-
ceeds what people wish to save at existing interest rates, interest rates
will rise to a new level at which the amount of saving and investment
realized in the economy are equal; to a degree, the rise in interest
rates makes it more attractive to save and less attractive to invest.
The amount of saving forthcoming at the new level of interest rates,
however, may be either larger or smaller than the previous amount
since saving 1s also affected by factors other than interest rates, such
as income fluctuations, expectations, price movements, and changing
asset values. If these latter factors on balance should produce a de-
cline in the rate of saving, as in 1957, interest rates would rise tending
to establish a new balance between the amount of saving and the
amount of investment. Because the factors and relationships between
saving and investment are complex, no simple statistical comparisons
can reveal the nature and extent of the effect of interest rates on
saving.

The important point, however, is that a rise in interest rates itself
indicates that not enough saving would have been forthcoming to
satisfy the demand for it in the current period, under conditions of
that period, if interest rates had not risen. To the extent that rising
interest rates encourage more saving, pressures on interest rates will
be lessened. On the other hand, to the extent that rising interest rates
do not encourage more saving, and demand for funds continues high,
inflationary pressures will continue to be strong and the tendency for
interest rates to rise will be accentuated. In measurement—to the
extent it is not masked by other factors—we are, therefore, viewing
not only the impact of interest on saving but also the impact of saving
propensities on interest rates.

Influences other than interest rates affect not only the absolute
amount of saving but also the ratio of saving to income. For example,
expectational considerations may affect the proportion of income that
people desire to save: expectations of possible economic difficulties
may lead them to save a larger share of income, while expectations of
high and rising levels of income may lead them to save relatively less;
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similarly, expectations of stable prices may encourage relatively more
savings in money form and expectations of higher prices relatively
less. Furthermore, variations in the level of income do not necessarily
result in a proportionate change in the amount of saving; rather, the
amount saved out of increments to (or subtractions from) a previous
level of income generally differ from the average amount saved out of
the old income, thus changing the percentage of income saved at the
new income level as compared with the old. For example, an in-
crease in income associated with a revival in business may stimulate
purchases on consumer credit, as it did in 1955 and 1959. In these
situations, saving in money form would decrease, not increase, in rela-
tion to income.

Comparison of interest rates and various measures of consumer saving

Interest rate on Consumer saving in Total consumer saving Personal saving 2
long-term bonds financial form (net) ! (net) 1
Year
U.8. Gov-|Corporate| Amount (in| Percent of { Amount (in| Percent of | Amount (in| Percent of
ernment billions) income ¥ billions) income 8 billions) income 4

2.4 3.08 $3.2 1.8 $17.7 9.8 $11.0 5.8
2,31 2. 96 12 .6 15.5 8.6 8.5 4.5
2.32 2.86 3.6 1.8 22.9 L5 12.6 6.1
2,57 3.08 10.1 4.7 23.1 10.7 17.7 7.8
2.68 3.19 10.1 4.5 23.0 10.1 18.9 7.9
2.94 3.43 9.7 4.0 26.2 10.9 19.8 7.9
2.55 3.16 8.8 3.6 22.6 9.3 18.9 7.3
2.84 3.26 5.4 2.1 26.6 10.2 17.5 6.4
3.08 3.57 12.6 4.5 29.3 10.5 23.0 7.9
3.47 4.21 11.3 3.9 27.9 9.5 23.1 7.5
3.43 4.16 1.9 3.9 25.5 8.4 23.5 7.4

1 As measured in the flow-of-funds/saving accounts published by the Board. Saving in financial form is
equal to the net acquisition of financial assets less the net increase in debt, Total consumer saving (net)
is the excess of current receipts over current outlays, net of depreciation, for the consumer and nonprofit
sectors. Consumer durables are treated as a form of Investment taken by saving and not as a current

outlay.
2 Shown in the national income accounts of the U.S. Department of Commerce. Personal saving is
smaller than consumers’ net saving mainly because the latter reflects purchases of consumer durable goods

net of depreciation,
3 Percentage of the sum of consumers’ current receipts after deductions (for income taxes and pension
and soclal security payments) plus insurance and retirement credits, as shown in flow-of-funds/saving

accounts.
+ Percentage of disposable personal income as measured in the national income accounts.

The bulk of the economy’s saving is provided by consumers, and
the effect of interest rates on saving is often evaluated through com-
parisons with consumer saving or, as termed in the national income
accounts, personal saving. While comparisons with the total of con-
sumer or personal saving have value, they are not the most meaning-
ful for these purposes. A breakdown of saving into types of invest-
ment leads to more appropriate comparisons.

Consumer saving, like the saving of other sectors, is equal, on the
investment, side, to purchases of tangible assets plus the financial com-
ponent—net acquisition of financial assets less net increase in debt.
Purchases of tangible assets are part of domestic capital formation
and the Nation’s investment. The financial components of investment
taken together are the consumer sector’s net financial investment, or
saving in financial form, and represent the net amount of funds made
available to other sectors.

These two components of sector investment can be expected to react
differently to changes in interest rates. Purchases of tangible assets
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would be expected to respond negatively to a rise in interest rates,
to the extent that they respond at all. Interest is a cost of investment;
and as costs rise, the amount of investment tends to decline. Even if
this effect is small, especially in the consumer sector, as seems likely,
clearly a rise of interest rates does not encourage such investment.

On the other hand, consumer’s saving in financial form would be
expected to respond positively to changes in interest rates. A rise
in interest rates tends to encourage the acquisition of assets and dis-
courage the incurrence of debt. Both tendencies would be reflected
in & rise of saving in financial form.

The table compares consumer saving in financial form—and also
total consumer net saving and personal saving—during the period
1948-58 with the average annual interest rate on U.S. Government and
corporate long-term bonds. Movements in these rates are reasonably
indicative of movements in the whole structure of interest rates facing
individuals, but the level of these rates is not necessarily representa-
tive of the average level of the structure of rates facing individuals.

There have been times during this period when changes in saving
have been positively related to changes in interest rates, although not
necessarily on a year-to-year basis. Consumer saving in financial form
in the period 1951-53 was markedly higher than such saving in the
preceding years 1948-50, and interest rates were also higher in the
1951-53 period. Similarly, after falling to low levels in 1955, in re-
flection of the boom in spending on consumer durables during that
year, consumer saving in financial form rose to high levels during
the period 1956-58,2 for the most part a period of relatively high
interest rates.

‘We cannot say, conclusively, when a rise in interest rates and saving
occur together that the rise mn interest rates has caused saving to in-
crease. The rise in interest rates and saving may have been influenced
by the same factor or by different factors yielding a similar effect.
For instance, the increase in consumers’ saving in 1956 was probably
partly a reaction from heavy spending in 1955 and may not represent
to any large extent a positive response to interest rates; meanwhile, the
rise in interest rates of that year reflected demand accompanying the
business investment boom which was underway. In 1957, however,
the continued high level of consumers’ saving in financial form, despite
some decline in the ratio of such saving to income, may have been in
response to interest rates. For one thing, interest rates on time and
savings deposits rose, followed by an unusually large growth in such
deposits; furthermore, this growth was not completely offset by re-
duced saving in other forms, apart from investment in noncorporate
business.

The same general line of reasoning also qualifies negative findings
of saving-interest rates relationships. For example, the rise in interest
rates from 1954 to 1955 was accompanied by sharply reduced saving
in financial form (but increased consumer total net saving). The re-

2 If estimates of investment in noncorporate business—which include both the retained
earnings and new capital invested in these businesses by the owners—are excluded from
consumers’ financial assets, net saving in financlal form moves as follows (in billlons):
1955, $3.8: 1950, $12.1; 1057, $15.6; 1958, $17.0. Investment In noncorporate business
includes a large portion of saving that might properly be allocated to noncorporate business
but which, for statistical reasons, cannot be separated out. Furthermore, it 13 one of the
statistically least reliable components of consumer finaneial investment and during 1957
and 19358, particularly, behaved in a way that is difficult to explain.
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duction of saving in financial form and the rise in interest rates were
both responses to factors contributing to recovery from the 1953-54
recession : consumers sharply increased their spending on durables
and business investment began to rise. Interest rates rose in part as
a result of renewed investment demand and in part because the amount
of saving forthcoming at old rates was being decreased by the in-
creased desire to spend.

Question 4. Is it the Board’s position that the principal effect of the
change in interest rates is wpon the demand for funds, or upon
the supply of loanable funds?

Question 11. W hat interest rates, if any, are most effective in dampen-
ing an investment boom—short-term rates, intermediate-term
rates, or long-term rates?

Combined answer

Effects of changes in interest rates are discussed in the answers to
questions 1 and 5-9, dealing primarily with Federal Reserve monetary
policy, and in question 3 on saving. This answer to questions 4 and
11 presents additional details on the relationship of interest rates to
the demand for and the supply of loanable funds.

In considering the influence of an increase in interest rates,® a dis-

tinction should be drawn between the effects of an increase to a level
expected by the market to continue, an increase expected by the market
to prove temporary, and an increase believed by the market to presage
a further rise. For example, if the market believes rates will continue
to rise the restrictive impact of higher rates upon borrowers is greatly
reduced——indeed, the expectations of further rises may accelerate the
demand for funds; at the sams time lenders may tend to hold back
commitments to lend in order to gain a still higher return later. Both
of these influences, in fact, will tend to make interest rates rise even
further.
" Question 4 appears to view changes in interest rates as primarily
a cause of movements in the demand for and supply of loanable funds.
Changes in interest rates, however, mainly reflect changes in market
supply and demand conditions. For example, reduced supplies or in-
creased demands cause interest rates to rise; however, the rise in
interest rates in turn acts to mitigate these market pressures. Whether
interest rate movements have a greater effect on the demand for or the
supply of loanable funds depends upon the circumstances at any
particular time; that is, it depends on the particular market pressures
at the time and the interest-sensitivity of these pressures.

On the demand side of the loanable funds market, the sensitivity
of borrowers reflects mainly the ratio of interest costs to total costs.
This ratio tends to be highest in fields of long-term investment such
as housing, industrial construction, railroads, public utilities, and
public facilities. Demand for funds to finance investment outlays in
these large and important economic sectors is consequently more
sensitive to interest rate movements than in other sectors. To the
extent that expansion in these sectors is financed through the long-
term market, an increase in long-term rates is more of a dampening
influence than an increase in short-term rates.

3 For convenience, the discussion focuses on the effects of Increases, rather than decreases,
in interest rates.
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Interest rate increases affect the demand for bank loans and other
credit to finance business inventories to a lesser extent than they in-
fluence long-term borrowing. Nevertheless, interest is a cost of hold-
ing inventories and, if rates rise, businessmen must consider this cost
in determining the quantity of inventories they will hold. Another
factor affecting the volume of inventories in a tightening credit (rising
interest rate) situation is the availability of credit. Banks, and in-
deed other lenders, confronted with eX]iJanding credit demands will be
obliged to evaluate more carefully relative creditworthiness as well
as relative interest returns. The limited availability of credit in
periods of strong and active credit demands is sometimes referred to by
businessmen as a factor more important than interest costs in limiting
their accumulation of inventories.

Interest rate changes probably do not affect significantly consumer.
demand for short- and intermediate-term credit. With respect to
consumer instalment credit, changes in repayment schedules used by
lenders tend to obscure the effect of market interest rate changes upon
costs of instalment credit; if the monthly payments are not raised as
higher interest charges are offset by longer repayment periods, con-
sumers may not respond to higher credit charges.

The demand for stock market credit tends to be dominated by specu-
lative considerations rather than by considerations of interest cost.
However, the operations of financial concerns in the equity markets,
financed by credit, may be significantly affected by interest costs in
relation to dividend returns.

On the supply side of the loanable funds market, a rise in interest
rates tends to increase the extent to which financial assets are substi-
tuted for cash, thereby accelerating the turnover of money and in-
creasing the flow of loanable funds. The opportunity cost to
individuals and businesses of holding idle currency and demand de-
posits increases as rising interest rates make interest-earning assets
more attractive. Hence, rising interest rates tend to encourage a re-
duction of idle cash balances. Such a reduction is equivalent to a
speedup in the velocity of money and an increase in the supply of loan-
able funds. One aspect of this process, typical in the expansionary
phase of economic cycles, is the sale of U.S. Government securities
by commercial banks and their purchase by others experiencing an
increase in their liquidity resources. In this way, a considerable
expansion of bank loans and an increased flow of spending and re-
spending can occur with no or little increase in the money supply.

This process, however, tends to be self-limiting. A rise in interest
rates tends over time, through its effect on liquidity positions, to limit
the expansion in the flow of loanable funds from financial and non-
financial concerns, and to limit the acceleration of money turnover. As
interest rates increase, raising the potential capital losses from selling
fixed-interest assets, and as their secondary reserves are rundown,
banks become more reluctant to unload bonds in order to expand their
loans. Moreover, the ability of nonbank investors to acquire.fixed-
interest assets lessens as book losses on existing portfolios accumulate
and as their cash balance grows more slowly.

In relation to the balance of supply and demand among sectors of
the economy, a rise in interest rates affects the aggregate net lending
or borrowing of consumers and businesses in credit markets. Consum-
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ers generally supply funds on net to credit markets, either directly
or indirectly through intermediaries, and businesses generally are net
borrowers.

As already indicated in the answer to question 8, rising interest
rates may encourage some consumers to save more for the purpose of
investing in financial assets. They may also work to discourage some
consumer borrowing. Both of these factors will tend to enlarge the
net supply of loanable funds.

With regard to business demands on credit markets, a rise in interest
rates reflects expanded demands for funds in excess of availability
of bank loans and of funds seeking investment in corporate securities
at preexisting rates. The rise in interest rates encourages corpora-
tions to reduce, eliminate, or postpone marginal investment outlays
or to defer dividend increases in order to finance such outlays inter-
nally. Thus, businesses tend to demand less from credit markets than
they otherwise would. This reduction in demand may be partially
offset by reduced supplies of funds to such markets from businesses as
internal funds are used to a greater extent for capital outlays. In
terms of the balance between supply of and demand for loanable funds,
however, a rise in interest rates, through its effect on marginal invest-
ment outlays, reduces net credit market demand from business below
what it would otherwise be.

Question 6. Has the Federal Reserve had occasion to be concerned
with any significant tendency for interest rates to be “sticky”—
that is, any failure of interest rates to come down promptly when
increases in the lending capacity of the banks were made or, con-
wversely, any tendency for interest rates to rise when the supply of
money has not been tightened? If so, please describe these occa-

. sions and the steps that were taken to bring about the desired
responses.

Question 7. What are the major factors which have been found, if
any, which have caused interest rates to fail to come down when
the money supply was increased, or which have caused interest
rates to rise when no corresponding change in the supply and
demand for money had ocourred?

Question 8. What steps has the Federal Reserve taken, if any, in an
effort to influence the level of interest rates other than that of
changing the supply of member banks’ reserves?

Question 9. On the basis of past considerations, what steps does the

© Federal Reserve think it could take, within its present authority,
thaé might influence interest rates independently of the supply of
credit?

Combined answer

These questions deal with specific aspects of the response of interest
rates to Federal Reserve monetary actions and with any special steps
to influence interest rates. Such questions can be most appropriately
answered by referring to the explantation of Federal Reserve influence
given in the combined answer to questions 1 and 5 and by some more
detailed explanation here of market responses to Federal Reserve
operations.

In general, it has been the experience of the Federal Reserve that
interest rates respond promptly to changes in bank reserve positions,
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reflecting both availability and supply of reserves. The extent and
rapidity of the response reflect many factors—including the liquidity
of banks and the public, changes 1n costs of credit administration
(extension and collection), degree of credit risk, and expectations of
future credit policy and interest rates, as well as current investment
demand and the supply of savings. ()nly in periods of widespread
business and bank failures and great pressure for liquidity, such as
the early and middle 1930’s, have there been large pockets in which
interest rates remained unchanged or rose despite substantial easing of
bank reserve positions.

Differences in responsiveness by type of asset—The responsiveness
of interest rates on different types of assets to changes in bank re-
serve positions varies greatly. The responsiveness depends on term to
maturity, extent of use of asset in adjusting reserve positions, cost
of credit extension and collection, degree of credit risk, extent of com-
petition among lenders and among borrowers, and other factors.

Most responsive are rates on short-term open market securities
which, because of their brief period to maturity and their role in
reserve adjustments of banks and liquidity adjustments of corpora-
tions, respond rapidly to short-run market developments. Least re-
sponsive are rates on small loans to customers, which are influenced
by the importance of administrative costs for the lender and the
scarcity of alternative sources of funds for the borrower. In an
intermediate position with respect to extent and rapidity of response
are yields on long-term securities and mortgages, which because of
their long period to maturity are affected less by short-run market
conditions than are shorter term securities, and rates on loans to large
customers with well-known credit ratings and access to alternative
direct and open market sources. As a general rule, a given movement
in short-term interest rates, upward or downward, will be associated
with much smaller movement in longer term rates.

While some interest rates are substantially less responsive to changes
in reserve positions than others, those that are slow to respond in
a downward direction when money eases are also slow to respond in
an upward direction when money tightens. Most interest rates have
had a rising trend over the postwar period as a consequence of sharp
increases in the demand for funds. This is true even of the stickiest
rates. To the extent that rates have responded to shorter run fluctua-
tions in credit conditions, however, the extent and timing of their
responses have been similar both in periods of easing and in periods of
tightening. :

n the recessions of 1953-54 and 1957-58, for example, interest
rate charged by banks on loans to business customers began declining
later and declined less in the aggregate than short-term open market
rates, but they also began rising later and rose by a smaller amount in
the recovery and boom of 1955-57 and in the current upswing to date.
Long-term yields have also changed less over the course of the cycle
than short-term yields and have sometimes lagged at turning points.
In the most recent cycle, however, changes in long-term yields have
been similar to those in short-term yields in timing because rapidly
changing expectations concerning future interest rates appear to have
had a stron%er immediate effect on long-term yields than in earlier
postwar cycles.
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Desirability of relying on market responses—In recent years, the
Federal Reserve has not attempted to influence the structure and
level of interest rates by any means other than its influence on member
bank reserve positions. Its experience has been that changes in re-
serve positions are reflected rapidly in short-term open market rates
and that these changes spread to other rates through the operations
of competitive market forces. .

When bank reserve positions are eased after a period of tightness,
for example, banks and other lenders may initially be interested pri-
marily in building up their liquidity through increasing their holdings
of short-term open market assets. As lenders’ positions become more
liquid and yields on such assets decline, however, pressure is built up
to seek out higher yielding assets. Meanwhile, borrowers with access
to the markets in which rates have declined most will tend to shift to
these markets, thus intensifying the competition of lenders in other
markets.

Interest rates on customer loans, particularly rates to small cus-
tomers without other sources of funds, are slowest to respond to such
forces, but they too respond to any sustained pressures. Interest rates,
moreover, are only one measure of the availability of funds in the
markets for such credits. When credit conditions ease or tighten,
the availability of credit at given rates may increase or decrease as
lenders become more or less willing to lend to marginal borrowers.
For example, lenders may change other conditions of borrowing, such
as requirements as to minimum balances of borrowers, collateral se-
curity for loan, and term to maturity of loan.

During the Second World War and the early postwar period, the
Federal Reserve used its open market operations to influence the
structure as well as the level of yields on U.S. Government securities.
In order to do so, it purchased large amounts of some maturities of
such securities and at times sold substantial amounts of other maturi-
ties. Experience under this pegging operation clearly demonstrated
the undesirability of attempting to establish and maintain an arbi-
trary structure of interest rates, both from the standpoint of inter-
ference with normal market adjustments and from the standpoint of
loss of control over bank positions and the money supply. The Fed-
eral Reserve would not be able to affect interest rates in particular
markets other than through changes in bank reserve positions, and
through affecting the money supply and interest rates in general.
Direct action to nfluence interest rates in particular markets would
be undesirable in any case in a competitive market economy because
it would interfere with the economic allocation of resources effected
through variations in the structure and level of interest rates.

Question 10. Has the Federal Reserve noted any occasion when inter-
est rates were inflenced by speeches, public pronouncements, and
80 on, by members of the Board? If so, please describe.

Answer

Participants in free markets are constantly secking information
relating to factors affecting those markets. Speeches, public pro-
nouncements, and so on, by members of the Board of Governors, and
interpretations placed upon such speeches and public pronouncements,
are a part of the large body of influences affecting market forces.
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The substantial volume of statistical releases issued by the Board and
interpretations of such data by those who study them are likewise ele-
ments affecting market forces. _

It is not possible to evaluate or to measure objectively the effect of
speeches, public pronouncements, and so on, by members of the Board
and of statistical material released by the Board and interpretations
placed thereupon. This is especially true partly because these factors
cannot be separated from the many other supply and demand factors
affecting competitive markets at any particular moment, and partly
because the speeches and pronouncements aim to reflect responsible
comment on forces at work. T '

Question 12. At about the beginning of its antirecessionary program
in late 1957, the discount rate was reduced from 3V, percent to
3 percent on November 15 and several days immediately follow-
ing. XYet it was not until January 22 of 1958 that a reduction in
the prime rate was announced (from 4o percent to 4 percent).
Did the Federal Reserve expect or hope to attain a reduction in
the prime rate by an earlier date? (If some rate other than the
prime rate is considered to be a more significant measure of bank
lending rates, please answer also in terms of that rate.)

Question 13. Following the reduction in the prime rate to 4 percent
an January 23, there were three reductions in the discount rate
(beginning at 3 percent and ending at 134 percent), and three
reductions in required reserves. Yet it was not until April 21,
approximately 8 months after the first reduction in the discount

 rate, that the prime rate was reduced again (to 3% percent).
Plegse state whether the Board hod expected or hoped to atiain
(@) a reduction in bank lending raies with substantially less addi-
tion to bank lending capacity then was made, and (b) a reduc-
tion in bank lending rates at a substantially early date. Please
state also what was expected or hoped for in each case. If so,
please state qlso what efforts were made (other than those directed
at increasing bank lending capacity) to obtain either an earlier
or a more substantial reduction in the prime rate.

Combined answer

The Board of Governors favors prompt and flexible price reactions
to demand and supply shifts in the financial area as in other areas
of the economy. However, the Board has no direct responsibility for
the process by which banks establish and change the interest rates
charged on loans to businesses or to other borrowers. In an inde-
pendent unit banking system, it is expected that individual banks fix
and adapt their interest charges in accordance with pressures of com-
peting loan demands and the reserve supply which they immediately
experience. The banks’ responses to these pressures are conditioned
by the interest returns they might obtain by investment in such market
instruments as are alternatives for the employment of their funds.

The lag which may be involved at times in the response of the prime
loan rate reflects in part the fact that the rate is a quoted offering price
rather than a specific transactions price that adjusts itself so as to clear
a market. Interest rates actually charged in individual business loan
transactions may in some cases be lower and in many cases are higher
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than this rate. Furthermore, rates on newly negotiated business
loans may begin to vary from the quoted prime rate in the direction
of a likely change in that rate before such change is announced.
For example, according to reports in the financial press, some large
New York City banks were making concessions to borrowers before
the January 1959 reduction in the prime rate.

As already indicated in the combined answer to questions 1 and 5,
changes in interest rates are not the major objective of System policy
actions. The System’s principal task is to regulate the volume of
member bank reserves. This in turn influences the supply of bank
credit which, together with much larger supplies of funds from other
sources, on the one hand, and the demands for funds, on the other,
determines market rates of interest. Changes in interest rates thus
respond to other factors as well as to Federal Reserve policy. Fur-
thermore, insofar as they are affected by Federal Reserve policy, this
is a consequence of actions to influence bank credit and the money
supply rather than a direct purpose of policy actions.

It 1s relevant to a judgment regarding the promptness of the re-
action in the prime rate charged by banks to the shift in monetary
policy beginning in the autumn of 1957 that the expansion in busi-
ness loans in December 1957 was substantial. Although economic
activity was declining, business loan growth in that month was about
as large as in December of the 2 previous years of high-level business
activity. Apparently banks did not feel under pressure to reduce
their loan rates until January when discount rates were reduced again
and the seasonal repayment of loans began.

"~ As already indicated, the Board does not have “expectations” or
“hopes” as to specific reactions of market interest rates to its policy
actions. Although a reduction in interest rates was generally ex-
pected to follow the credit-easing measures adopted in 1958, this was
regarded as a byproduct of the increase in bank lending capacity.
The degree to which it was considered appropriate to enlarge bank
lending capacity was not determined primarily by the course of
interest rates.

Question 14. With reference to those periods when the Federal Re-
serve was attempting to restrain an investment boom, such as in
the 1956-57 period, is there any factual evidence that monetary
restraint had any direct effect (other than through eventual cur-
tailment of consumer demand) on the investment plans of corpo-
rations above of the $100 million asset size? If so, please describe
the evidence and indicate particularly what the effects of the
credit restraint were as to the following : (a) Investment expendi-
tures from retained earnings, (b) corporate cost schedules, and
(¢) temporary shifts from long-term financing to short-term
financing for expansion funds.

Amnswer

Factual evidence as to the direct effect of monetary restraint on
the investment plans of very large corporations is at present restricted
to scattered public statements by corporate officials, such as have
appeared in the financial press with respect to 1959 spending plans.
Such statements indicate that even the largest companies often take
a “second look” at their plans when credit becomes increasingly
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costly, and then, depending upon the importance of credit cost rela-
tive to other factors, either go ahead with their original plans or
make some adjustments to them—in terms of scaling them down, or
deferring less essential or less immediately profitable projects.

While overall data on planned and actual outlays for new plant
and equipment have been available over a relatively long period,
and inferences may be drawn from these data, they do not provide
information separately for very large corporations. KEven if they
did, such series are not designed to provide a factual explanation
of the causes for differences between planned and actual outlays.

The Federal Reserve, with the assistance of the Census Bureau,
is currently conducting a survey of manufacturing corporations to
obtain information on financing experience. This survey, though
focused on small concerns, covers manufacturing companies of all
sizes and includes questions as to whether, during the survey period,
difficulties in obtaining credit, or dissatisfaction with available financ-
ing, had any significant effect on the corporation’s operations or spend-
ing plans. This type of survey, especially if repeated under varying
credit conditions, could provide much more comprehensive and re-
liable information than is now available as to the effect of credit
conditions on the realization of investment plans by businesses of
different sizes.

Even with direct questioning, however, it may be difficult to evalu-
ate the importance of any one of the many factors that influence
investment decisions. This may be especially true for very large
corporations where the decisions are made by a committee rather
than by one man. A whole complex of factors—e.g., expectations as
to sales and earnings and as to the impact of inflationary and growth
forces on these quantities, estimates of present versus future costs,
availability of materials, as well as the current or expected future cost
and availability of outside financing—must be considered at the invest-
ment planning stage. Moreover, each of the factors is subject to
change over the short run. In some situations, it may be almost im-
possible for corporate officials to say which factor carried the greatest
weight in the original decision to spend, or which was crucial to the
later revisions in spending plans.

Question 15. With reference to the tight-money period of 1956-57,
has the Board made an analysis of the effects of high interest
and tight money upon (a) the rate of economic growth, (b) small
business expansion and failures, (¢) farm income, (d) consumer
prices, (e) home building, and (f) expansion of State and local
facilities? If so, please outline what the principal immediate
effects upon each has been.

Answer

The period 1956-57 was marked by a high level of demand for
long-term funds and intensive use of the economy’s resources. The
more important economic characteristics of the period are summarized
in the opening paragraphs of the answer to question 17. The specific
factors enumerated 1n question 15 are related to the whole complex
of economic forces and not merely to interest rates and credit markets.

(a) Rate. of economic growth.—From the last quarter of 1955 to
the third quarter of 1957, the rise.in money income—reflected in
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strong demands in commodity and service markets—was accompanied
by an average annual increase of 3 percent in the index of consumer
prices and of 8.5 percent in the index of wholesale prices. Mean-
while, gross national product in current prices rose at a rate of more
than 5 percent per annum while in real product terms it increased
only 1.3 percent per annum, not much more than a third of the average
annual growth over the postwar period. Clearly, money expenditures
were growing at an impressive rate, but this growth was not inducing
an increase in the currently available supply of productive factors or
in current productivity rates; it was chiefly inducing advancing prices.

The concept of economic growth is a longrun concept. All au-
" thoritative studies of growth, such as those of the National Bureau
of Economic Research, emphasize long periods of time. The empiri-
cal evidence drawn from these and other studies suggest that, although
some periods of rapid growth have been accompanied by declining
prices and some by rising prices, the optimum rate of growth will
be achieved in an environment of stable prices. Dr. Winfield Riefler,
in a recent paper, which is attached, assembled a considerable amount
of historical evidence relative to this finding. Although he explicitly
focused attention on the stability of price levels and the relationship
of such stability to economic growth, his evidence suggests that over
a long period of time there may be a positive correlation between
interest rates and rate of growth; in other words, rapid rates of
growth may also be accompanied by high interest rates.

(6) Small business expansion and failures—In April 1958 the
Tederal Reserve made available two parts of a three-part study of
the financing of small business and these were published as a congres-
sional document.* The third, and most ambitious, part of the study
is only now starting to prduce useful results.

The composite of evidence so far accumulated suggests that capital
expenditures by small businesses are financed mainly through retained
earnings and, therefore, are independent of direct influence by market
rates of interest or by alternating ease and tension in the money mar-
ket. Furthermore, the availability of short-term credit to small
business appears to be more dependent on creditworthiness than on
fluctuations in money market conditions. There is some tendency for
small businesses to be regarded by lenders as marginal borrowers, and
to this extent it is not surprising that they find their loan requests
more carefully scrutinized when credit supplies are limited in relation
to demand.

The number of business failures increased appreciably in 1956 and
1957. There is no direct evidence, however, that small business fail-
ures are closely related to tightness in the credit markets. Business
failures, it may be noted, are widely considered a leading indicator
of business cycle changes. Also, business failures occur when profits
margins are inadequate to cover total costs, including labor, materials,
maintenance of fixed facilities, use of credit, compensation of manage-
ment, and also a return on invested funds. To the extent that an
increased number of such situations developed in 1956-57, it may
be assumed that failure in some marginal cases was accelerated by

4 “Financing Small Business,” report to the Committees on Banking and Currency and
the Select Committees on Small Business, U.8. Congress, by the Federal Reserve System,
pts. 1 and 2, Apr. 11, 1958.
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rising costs, including instances of higher interest rates and tightened
credit availability. .

(¢) Farm income.—Historically, farm income fluctuates principally
with changes in prices of farm products, agricultural output, Govern-
ment payment programs, and farm costs rather than in relation to
variations in the level of interest rates or in money market tension.
This was true of the years 1956-57. Gross farm income in both these
years was moderately higher than in 1955 reflecting both higher prices
received and larger output. Net farm income, on the other hand, was
slightly lower than in 1955, reflecting further rise in prices paid and
other costs, including the cost of credit. Continued optimistic ex-
pectations of farmers with regard to farm income were reflected in
these years in a further rise in farmland values of more than 12
percent. '

(d) Consumer prices—As already indicated above, under (a),
consumer income and demand were sufficiently strong in 1956-57 to
push up consumer prices at an average annual rate of 3 percent. To
the extent that higher interest rates and tightened availability of
credit generally limited consumer spending with borrowed funds,
they helped to prevent consumer prices from advancing at a more
rapid rate.

(e) Homebuilding.—The number of residential housing starts, the
dollar value of residential construction activity, and the volume of
nonfarm residential mortgage lending declined during 195657 from
the very high levels reache(ig in 1955. Residential construction costs
rose 5 percent over the 1956-57 period, according to the widely used
Boeckh index, and unit prices of comparable new houses also rose. In
these circumstances, rising costs and prices of newly constructed
houses were undoubtedly one deterrent to consumer demand for new
homes. There are also reasons to believe that higher interest rates and
restricted credit availability were another deterrent to effective de-
mand. Downward adjustment of residential construction activity in
195657 would thus appear to have represented adaptation by builders
to changing demand conditions. '

Borrowing to buy houses is typically long term and on an install-
ment-repayment basis. A change in interest rates, if its effect on
monthly payments is not offset by a change in the maturities of mort-
gages, can have a considerable effect on the amounts of monthly pay-
ments required. These amounts, in turn, affect the volume of spending
on new homes and the relative attractiveness of rented as compared
with owner-occupied residences.

Interest rates on conventional mortgages (those not guaranteed
or insured by a Federal Government agency) fluctuate with market
interest rates. The fluctuations, however, are narrower than those
experienced by some of the more volatile market rates and also
usually involve some time lag. The institutions specializing in con-
ventional mortgage lending must obtain their funds from the general
flow of saving and tend to relay this influence to customers via avail-
ability of credit and interest rates.

A fluctuating portion of mortgage funds is in the form of insured
or guaranteed mortgages. The primary reason that this portion has
fluctuated so drastically is that, up to the present time, interest rates
on both insured or guaranteed mortgages have been set by law or
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regulation. The effective yields on such mortgages may vary mod-
erately as the result of discounts but the permissive range of discount
variation has been curbed by regulatory limitations on the marketing
of these mortgages. When the effective yields on these mortgages
are dampened by regulation, as was the case in 195657, investors lose
interest in them when the yields are no longer competitive in the capi-
tal markets. The fact that mortgage lending on a conventional basis
did not decline appreciably either in 1952-53 or 1956-57 suggests
strongly that the rapid fall off in federally underwritten mortgage
lending reflected impediments in the legal and administrative frame-
work under which this lending is conducted.

(f) Ewmpansion of State and local facilities—State and local gov-
ernment capital expenditures were well maintained in 1956-57. An
empirical study of fluctuations over the past decade suggests some
movements of postponable State and local government capital ex-
penditures, including some cutbacks in 1957, that are countercyclical
to changes in credit conditions. On the other hand, essential expendi-
tures for schools and sewers seem to be less sensitive to cyclical changes
in credit conditions. Economists and others concerned with measures
to mitigate economic fluctuations have long looked to variations in
public construction expenditures, State and local as well as Federal,
to exert a stabilizing influence.

Important structural factors account for the effects of credit avail-
ability and interest rates on State and local spending. The propor-
tion of State and local governmental capital expenditures financed by
market borrowing is somewhat larger than is true of most private
businesses. Accordingly, both the availability of funds and their cost
are likely to have greater influence on State and local government
decisions to undertake capital expenditures than is true of private
business. Some State and local governmental units operate under
statutory or constitutional interest rate ceilings which can rigidly
deny them access to the financial markets. Some small local govern-
mental units do not have access to the national market at all.

A distinctive feature of State and local government borrowing is
tax exemption which gives it an inherent market advantage—an ad-
vantage, however, that has diminished as the volume of such borrow-
ing has increased relative to the supply of lendable funds attracted
by the tax exemption. This privilege is of value and appeals pri-
marily to special groups of taxpaying investors, such as higher in-
come individuals and commercial banks. The appeal of tax-exempt
securities to high-income individuals appears to be influenced espe-
cially by the competing attraction of common stocks, which may pro-
vide increased yields in periods of growth and of rising prices. The
participation of commercial banks in the market for State and local
government securities, depending as it does on their reserve positions,
is (lz.lea.rly sensitive to compéting demands, and to credit and monetary
policy. '

INFLATION—ENEMY OF GROWTH

(Paper Presented by Winfield W. Riefler, Assistant to the Chairman, Board of
Governors of the Federal Reserve System)

Inflation is the enemy of growth, particularly when there is public expectation
that the purchasing power of money will continue to decline. Inflation impairs
growth:
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1. Because it increases instability—high levels of activity cannot be
sustained for long when inflation is expected to prevail;
2. Because it fosters the misallocation of capital and impairs the quality
of the managerial and investment decisions on which growth is based;
3. Because it distorts the saving-investment process and encourages over-
speculation ; and
4. Because it undermines the country’s position in international trade.
The free world has had abundant experience with all of these hazards in the
postwar years. The lessons of that experience are unmistakably clear for all
who wish to heed. In particular, Germany prior to 1948, Great Britain prior
to 1957, and France prior to 1959, each struggled with inflation-induced instabil-
ity, with misallocation of capital, with erosion.of savings and distortions of

4T n Fevracbenand msennace and ] n 3 3 ir i rnati
the investment process, and, Snally, with adverse balances in their international

accounts. All three have now cured.their problems, and in effectuating that
cure each in turn took, among other measures, decisive actions to rectify its
fiscal and monetary position.

It is worthwhile to examine these fpui’ aspects of inflation in sequence and
to trace in greater detail how they menace growth.

ECONOMIC INSTABILITY—ACCENTED BY INFLATION

" With regard to the phenomenon of inflation-accented instability, there is only
one respect, I think, in which the regular recurrence of boom and slump can
be alleged to contribute to growth. In the Toynbee language of Challenge and
Response, it might be argued that inefficient management and weak leadership
are screened out during slumps, which thus act as a catalyst that elears the way
for enterprise and growth. On all other grounds, the recurrent sequence of
boom and slump is adverse to growth. First, because it diminishes the average
economic product of society, and, second, because it increases the risk of
enterprise.

Now, I do not want to be misunderstood. I am not saying that all business
instability is caused by inflation. The business cycle is more pervasive than that.
What I am saying is that the instability of business is increased, not decreased,
by inflation and by the anticipation of inflation.

Inflation or fear of inflation undermines sustainability and quickens the tempo
of instability primarily because it promotés overspeculation in inventories. In
addition, however, it provides incentives for premature additions to plant capac-
ity. Businessmen, expecting costs and prices to rise, are almost forced in self-
protection to lay up inventories in advance. If anyone questions this, let him
merely check the pronouncements of the Association of Purchasing Agents who
regularly advise an acceleration of advance covering of inventory need when
prices are expected to increase. The same type of incentive encourages prema-
ture additions to industrial capacity. Under conditions of expected inflation, it
appears profitable to continue in this process up to the point where the current
volume of inventories in hand -and on order, plus the increased capacity to pro-
duce even more inventories, threaten to saturate the market. Then capital ex-
pansion slackens and inventory accumulation is succeeded by decumulation, and
we have the phenomena of idle plant and idle manpower.

This recurrent process obviously impairs growth, first, because it leads to
recurrent unemployment of resources, and, second, because the unemployment
thus created exerts secondary repercussions on total output. G.N.P, figures
show clearly that inventory decumulation was the major factor in each of the
three slumps we have experienced since the war—in 194849, 1953-54, and in
1957-58. In each, a prior overaccumulation of inventories had taken place in
an atmosphere of inflation. During each recession the inventory decumulation
was touched off primarily by a temporary surfeit of markets rather than by a
fall-off of final demand. Due partly to our built-in stabilizers, as well as flexible
monetary and fiscal policies, final consumer takings were well-maintained.

MISALLOCATION OF CAPITAL

Both inflation and the expectation of inflation retard growth because they
impair the quality of management investment decisions and thus promote the
misallocation of capital. It is a requirement of growth that investment deci-
sions be such as to economize on the use of resources and have the effect of
improving the technical efficiency of production. Any development, conse-
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quently, that leads to miscalculation and impedes the technical effectiveness of
these decisions impairs growth. It implies less growth per dollar of investment.

Infiation is such a development. To be specific, individual costs and prices do
not move at the same relative rates during a period of inflation but exhibit a
varying behavior. Some spurt while others lag. - In such a period, therefore, it
is much more difficult for management to judge accurately as between the future
efficiencies of differing productive techniques than it is in a period of more stable
cost relationships. A comparison of the relative input costs in current dollars
of two different techniques will not necessarily provide an accéurate clue to the
relative costs-that will prevail in the future when the technical process actually
chosen is in place.

Any investment decision, for example, involving a choice between alternate
materials that are substitutable for the desired use will be heavily weighted
by ‘estimates of relative future costs. Should engineers design to use prestressed
concrete or steel for a projected bridge? - In the 'case of certain electrical prod-
ucts, should they design for aluminum or copper" The answer will depend on
estimates of the future costs of each of these pairs of materials, which in the
past have responded with markedly different lags to inflationary pressures. A
similar hazard arises in all cases where techniques are subject to very rapid
improvement. In these cases, when a ‘margin of excess ecapacity is maintained
to safeguard against rising capital costs, the industries concerned may find them-
selves in no position to take advantage of more advanced productive techniques
that become available because of " technical breakthroughs. These are only
examples of misallocations of capital that are induced by inflation. - They are
in addition to excessive inventories and excess plant capacity discussed above.

It is difficult to appralse statistically the amount of misallocation that may
take place in any given period of inflation, but there is no question that it is a
hazard which tends to diminish the potential productivity of new investment.
One indiecation is a slowing down in rates of growth in a period when new in-
vestment is active. TFor example, misallocation of capital was certainly present
in this country in 1956 and 1957 and helped to set the stage for the recession of
last year. By the late spring of 1957, the existence of unused capacity was
evident even though more was being built. The large build-up of capacity of
the automobile mdustry after 1955 illustrates how miscalculation of demand in a
period of rising prices can result in misallocation of capital.

In countries where inflation is endemic, such as some countries in Latin
America, it is not difficult to observe the extreme and obvious forms such mis-
allocations can take or to fail to see how they operate to retard growth. For
example, one will find very frequently serious overinvestment in real estate.
New construction of apartments and office buildings will be active despite heavy
vacancies in existing structures. Meanwhile, capital is lacking for a wide range
of projects that would contribute to growth. Also, it is common in such coun-
tries for a significant fraction of local savings to be sent abroad to be invested
in more stable currencies. Thus, on both counts, the country where they were
earned is deprived of the stimulus to growth that would have resulted from a
more effective allocation of new investment.

DISSIPATION OF SAVINGS AND DISTORTION OF THE SAVING-INVESTMENT PROCESS

Both inflation and the expectation of inflation impair growth because they
tend to divert the investment of savings away from productive investment and
into hedges against inflation. Thus, they distort the basic processes of saving
and investment. Involved in these responses are further examples of misalloca-
tions of capital, but the focus of the discussion here is directed to various finan-
cial forms that saving and investment take. We will deal with savings reactions
first.

The process of growth requires saving in volume adequate to finance (1) the
introduction of technical improvements in the process of production, and (2)
the necessary expansion of productive capacity required to keep up with popu-
lation growth. Recently about three-fifths of our savings have been supplied by
consumers and the rest largely by industry and commerce. Government lately
has been a net borrower. Predominantly these consumer savings have taken the
form of purchases of fixed financial claims, i.e., such financial assets as life in-
surance policies, savings deposits, shares in savings and loan associations, pen-
sion policies, both public and private, and U.S. savings bonds.

‘When savings are invested in assets such as these, they are directly affected
by an erosion in the purchasing power of the dollar. There is abundant evidence
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that savers have now begun to be alert to this fact. Consumer savings in money
form are still very large, but there are portents to indicate that consumers are
beginning to take account of the potential effects of inflation in their savings and
investment decisions. The proportion of income saved, for example, has been
lower in the period since 1951 than in the 1920’s. Concurrently, the willingness
of consumers to incur debt has apparently increased. Savings that are made
are being invested increasingly in the so-called hedges against inflation, such as
common stocks and real estate, urban and rural. Despite the difficulties of agri-
culture, prices of farm land continue to rise very rapidly—by 8 percent last year.
There are many other factors beside inflation that have influenced these develop-
ments, but it is clear from the way consumers act that they have become increas-
ingly aware that they consider investment in these types of assets as hedges
against inflation.

One effect of these diversions of savings is to increase the chance that they
will be dissipated in consumption rather than invested in such a way as to pro-
mote growth. These chances appear to be much greater, for example, than they
would be if the same investor had placed his savings in financial assets with fixed
rates of return. One cannot be certain just how great this dissipation is, but
it is evidently large. It can only be estimated indirectly.

It is very difficult, for example, to discover that a corresponding amount of
growth has been financed by the huge amounts of funds known to have been in-
vested in corporate common stocks in recent years. In our statistics of corpo-
rate finance, we have good figures on new issues of common stocks, so that we
know something of the amount of funds that the issue of new common stocks has
made available to corporations to finance purchases of plant and equipment.
These amounts, however, are very much smaller than the total funds consumers
have devoted to the purchase of common stocks. They do not greatly differ from
the known increases in the equity portfolios of institutional investors. The
problem is to estimate what happened to the additional large volume of funds
diverted to the purchase of common stocks by .individual investors in recent
years.

In major part, it is clear that these acts of commitment did not result in
increased investmment in plant and equipment, i.e.,, they did not finance addi-
tions to growth. The funds received by sellers of the same securities were
apparently absorbed in a variety of ways. Important, probably, was an in-
crease in consumption financed by capital gains. This same type of dissipation
of savings can and does take place, of course, whenever capital assets are traded.
There is no necessary reason why it should be confined to common stocks. It
may well have been just as pronounced in the market for real estate. It does
appear, however, that such dissipation tends to bulk large when equities either
in stocks or real estate change hands and large capital gains are generated
in rising inflation-stimulated markets.

A direct consequence of the popularity of equities and other hedges against
inflation then is not only a reduction in the supply of savings available for
lending in money form but also a dissipation of part of the savings so diverted.
This reduction will affect any type of investment that relies on the availability
of borrowed funds, including investment in industries of very rapid growth
whose aggregate claim on borrowed funds is large. Concurrently, the expecta-
tion of inflation has the effect of increasing the aggregate demand for loanable
funds. Customarily, additional funds are borrowed to acquire increased in-
ventories or to anticipate plant construction. It appears profitable in a period
of expected inflation to operate on very thin margins and to borrow heavily to
finance the acquisition of equities that may be expected to rise-in price.

In short, inflation and the expectation of inflation generate a process in which
the demand for loanable funds runs continuously in excess of the supply. There
is an incentive working toward continuous acceleration of demand and at the
same time toward a dissipation and diversion of supply. fl‘hus, conditions
inevitably leading to higher interest rates are established. This situation tends
to persist. It will not move toward equilibrium so long as .the expectation of
inflation lasts. Inflation, once it has been experienced and is expected to con-
tinue, is inseparably linked to high interest rates. Let me give you some indi-
cation of just how powerful an incentive that link may be. .

You have heard the phrase “after-tax yield.” It is used by investors to com-
pare the returns that will remain on alternative investments afger they have
paid such income and capital gains taxes as are due. They permit an i_nvestor
to compare the relative merits, for example, of alternate investments in fully
taxable Treasury or corporate bonds with investment in tax-exempt municipals.
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This same type of analysis can be applied to indicate how powerfully an
expectation of inflation during the life of a loan will affect interest rates. As
a specific example, take a corporation which, in a period of stability, would be
content with an investment return of 2 percent on its liquid assets. This would
imply an after-tax investment return of just under 1 percent. During a period
of creeping inflation, at a rate of 3 percent per annum, it would take 8 percent
to provide an equivalent after-tax investment return in constant dollars.

The relevant caleulation is simple. In a period of price stability, an invest-
ment return of 2 percent on a corporation’s liquid assets would yield an after-
tax net of just under 1 percent. It would not, in this case, be necessary to set
anything aside to compensate for erosion in the purchasing power of the dollars
invested in liquid assets. In a period of creeping jnflation—at, say, a 3 per-
cent annual rate—on the other band, the interest rate would have to be 8
percent since that rate would be necessary to provide an after-tax yield to the
corporation of 4 percent, of which three-quarters, or 3 percent, would be needed
to maintain the real purchasing power of the investment and one-fourth, or
about 1 percent, would be left to represent the net after-tax investment return.

To give another example, if creeping inflation is expected to go on at a 3 per-
cent annual rate, a corporate borrower can afford, theoretically, to pay 6 percent
for loans to acquire inflation-resistant real assets before incurring any net cost
whatever. The reason is that the 6 percent can be charged to business expense
and deducted from gross income in figuring net income subject to corporate
income tax, leaving a net cost of slightly less than 3 percent with which to pur-
chase assets that are expected to appreciate by that amount per annum.

Actually in practice, the rate at which borrowing to acquire inflation-resistant
real assets has been profitable has proved all too frequently to be much higher
than 6 percent. Construction costs and costs of capital equipment have risen

! much more rapidly than the average level of prices as a whole. As a result, a

great many taxpaying borrowers who are in a position to take interest costs
as a tax‘deduction have actually benefited from what is known as negative
interest, i.e., if one compares their payments for interest with the economies
that accerued from using borrowed money to purchase such plant and equipment

in advance of need, it will be found that the interest cost of the borrowing was

{less than zero in real terms.
¢ Under demand conditions such as these, it is difficult for increments of in-
crease in the supply of funds to have the effect of easing pressures emanating
from demand. They may rather, by financing more speculation in equities, in-
crease the apparent profitability of such speculation, and, when they do’ 80,
generate fresh demands for loanable funds. This result is almost inevitable if
the§e increments to the supply of funds represent credit creation rather than
savings.

It is this process that our monetary authorities have in mind when they take
the position that the current higher levels of interest rates now prevailing are

. basiecally the result of a widespread experience with and expectation of inflation

rather than the product of restrictive monetary policies. That i
state that under today’s conditions an easing of léredit restraintlswgvul;g ;ggg
result in. higher prices rather than lower interest rates.
. Once inflation or its expectation becomes prevalent, and the publie has had
time and experience to become familiar with the many protective expedients
available, a running disequilibrium is created. On the one hand, an increased
demand for loanable funds generates rising prices which in turn éenerate fresh
demands for loanable funds. Rising interest rates in such a period reflect
these demand pressures. To the extent that they stimulate increased savin,
they help to restore the situation into balance. To the extent that they stimsi
late greater economy in the holding of cash balances, on the other hand, the
veloc_qty of turnover is increased and tension and inflationary pressures either
contml}e or increase. These pressures will also increase if the moneta
authorities permit such demand to be supplied by credit-created money. T;S‘;
efforts of the monetary authorities under conditions of inflation must 'be di-
:negltlid l':i‘)hconltlain the pgessurie for expansion in credit-created means of pay-
. ey have no option since suc 1
e te3171 Dav D ce such expansion feeds the maladjustment and

DEFICIT IN THE INTERNATIONAL BALANCE OF PAYMENT

The effect of inflation in h i
101 alting growth is most dramatically e:
when it leads to a crisis in the international balance of payments. ff axc?)ltfliﬁieg



EMPLOYMENT, GROWTH, AND PRICE LEVELS 3373

permits its price levels to continue to rise faster than those of its international
competitors, a point will be reached where it will lose reserves because of
decreasing exports or increasing imports, or both. It is then said to have
priced itself out of world markets. It can no longer participate so actively in
international specialization of production. This is a fundamental impairment
of the very basis for growth.

Such a situation can persist only until reserves are exhausted. Then a
drastic decision will be called for, either one that ends the inflation by adop-
tion of appropriate monetary, fiscal, and other policies, or one that temporizes
with the situation by adoption of expedients such as protectionism, import con-
trol, or devaluation. In the case of all three of these expedients, instability
will tend to be prolonged, capital will tend to be misallocated, and the saving-
investment process will tend to be distorted unless proper fiscal and mone-
tary policies are adopted. Shelter will be afforded to inefficient production,
and growth will inevitably be inhibited and may, in fact, be brought to a
standstill.

EXPECTATIONS OF INFLATION—A NEW PHENOMENON

As this analysis indicates, inflation and growth are mutually incompatible.
Basically they are antagonistic rather than reinforcing. Since this finding
runs directly counter to the facts of recent experience, one is forced to ask
what is missing from the analysis. This country has grown rapidly postwar,
and prices have been rising intermittently since 1933. It is true that these
increases, prior to 1939, were hailed as evidence of reflation rather than in-
flation, but in the postwar period the country has certainly been aware that
it was experiencing inflation. The question then is how to account for our
rapid rate of postwar growth in view of the fact that inflation tends to retard
growth. -

The answer lies, I believe. in the realm of expectations. Although we have
been experiencing rising prices since 1933, we have not, through most of this
period, had a sense that continuing inflation was inevitable. It was not until
recently, until after 1954, that this apprehension took hold. Before that time
we thought of the inflation as essentially temporary, and we did not expect it
to continue. Thus, our savings decisions and our investment decisions were
not dominated during most of this period by expectations of rising future costs
and prices. In fact, the emergence of a pervasive expectation of continuing
inflation as a dominant motivating force in investment decisions is relatively
new in the experience of this country, even when that experience is carried back
through the last century and a quarter-to cover the whole period since the opening
phases of the Industrial Revolution. That is the reason perhaps that we have
recently been so slow in recognizing its implications.

In the century before 1930 generally, it was believed that persistent inflation
was impossible in countries that adhered to the gold standard. Some economists,
it is true, observing the persistent worldwide rise of prices that began around
the turn of the century following increased mining of gold in South Africa,
speculated about the possibility of a gold inflation. These discussions, however,
never penetrated deeply into the market place. People did not to any extent
base business decisions on an expectation that the larger annual increments
to the world’s stock of gold were creating a situation in which world prices
would continue inevitably to rise.

Following the collapse of the gold standard in the 1930’s, and subsequently
during World War I1, there were certainly prophets of inflation in this country—
highly vocal ones. However, the dominant mood of both business and con-
sumers, shellshocked still by the events of the great depression, remained
cautious. At the end of World War II, in fact, the overriding foreboding was
one of impending collapse even though actual inflation was then underway
and becoming rampant. We can all remember the predictions of heavy and
persistent postwar unemployment that dominated man’s outlook at that time
and the pervasive fear of an impending inevitable postwar depression.

1t is remarkable, looking back from our present point in history, that the
bulk of the inflation starting in 1939, and extending through the Korean episode
of 1950, failed to give rise to more active apprehensions that it would continue.
It was left to the much milder rise of prices which started in mid-1955, following
4 years of stability, to establish today’s widely prevalent view that inflation,
or at least creeping inflation, is probable. The year 1954 witnessed a basic
shift in business expectations. .
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By that year most of the effects of the industrial dislocations of World War 1T
and of the ensuing postwar replacement and reconstruction boom had passed
into history. So also to a considerable degree had the effects of the expansion
engendered by the Korean war. It was in this setting that we scanned the
emerging downturn of the economy in 1953 and asked ourselves whether this
time it might really foreshadow the onset of that great postwar depression that
had so long and so widely been heralded. We were strengthened in this feeling
by uncertainty over Europe. Although European economic reconstruction, stim-
ulated by the Marshall plan, was a recognized success, most of us continued to
believe that the Western European economy was still fragile and that an eco-
nomic setback here, however mild initially, might well snowball because of an
induced and magnified response from abroad.

During the year 1954, this basic pessimism that had dominated business
decisions for a full quarter century almost completely disappeared. As the
year went on, it became widely evident, first, that Western Europe, far from
experiencing a setback, seemed actually to be moving forward into a boom, and,
second, that final demand in this country was proving itself remarkably resilient,
particularly for housing and automobiles.

Our whole experience, consequently, with the reactions to be expected when
businessmen anticipate inflation, is very recent. It was not until 1956, in fact,
that the rise in prices that started in 1955 gave rise to widespread acceptance
of the theory that this country would inevitably experience a persistent creeping
inflation.

There are less highly developed countries, however, particularly in Latin
America, where there has been an abundance of experience with inflation and
an abundance of data to permit observation and evaluation of how society
reacts once it is generally anticipated that inflation will continue to prevail.
In parts of Latin America, plagued by lax traditions with respect to basie
monetary and fiscal policies, inflation is endemic and expectations of further
inflation are deepseated and universal. In those countries, one can find in
abundance evidence of how inflation, actual or prospective, places impediments
in the way of sustained business activity, promotes the misallocation of capital,
diverts the investment of savings into hedges against inflation, and jeopardizes
the national balance of payments. That experience strongly corroborates the
proposition stated above that inflation is the enemy of growth. Had this country
been dominated for very long by its present expectations of longrun creeping
inflation, it would almost certainly have experienced a slower overall rate of
growth,

THE RECORD OF HISTORY

It is significant in this connection that historically, according to Goldsmith,
this country enjoyed a very high average sustained rate of growth in the 30-year
period 1869-99, which witnessed a persistent fall, not rise, in price levels. The
average rate of fall in prices, in fact, was the greatest in our history for such
a prolonged period. The rate of growth per capita during this 30 years averaged
a full one-fourth higher than our overall rate of growth of about 13; percent
per annum for the last 130 years. That is the factual record. It certainly lends
no credence to the assertion that inflation is an aid to growth.

INFLATION I8 AN EVIL

Considered solely from the point of view of the public welfare, or of social
Jjustice, the effect of inflation in diluting the purchasing power of accumulated
money savings is evil. It represents to an important degree a transfer of wealth
from less fortunately situated individuals and families to equity holders of
higher income status.

There was a period when some observers thought otherwise. They regarded
the forced transfer of wealth that results from inflation as one that favored
enterprise at the expense of a coupon-clipping creditor class dominated by the
so-called idle rich. Consequently, this transfer, it was alleged, had the effect
of fostering innovation, enterprise and growth.

That rationalization is implausible today because of certain obvious facts.
First, except for holders of tax-exempt securities, the so-called idle rich are
more than likely to derive their income from ownership of equities rather than
of bonds. In contrast, the great creditor classes today are heavily weighted by
those who own U.S. Savings Bonds and time or savings deposits in commercial
and savings banks, by the type of families who are shareholders in savings and
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loan associations, or holders of insurance policies and pension rights. In the
period 1951-58, the net acquisition of these types of fixed claims on the part
of all consumers in the country, without including payments to acquire Federal
retirement annuities, equaled two-thirds of total net consumer saving and
three-fourths of total consumer savings in financial form.

Predominantly, the creditor claims acquired through these purchases repre-
sent savings out of income put aside by people of moderate means to help meet
the hazards of life—misfortune, ill health, and old age. Far from being un-
available for the financing of growth, these are the savings that have financed,
in very important degree, our industrial development since 1950, including
practically all of our huge housing growth.

I don’t want to labor this point, but it needs saying. Sometimes, in the heat
of argument, proponents of inflation, particularly of the so-called creeping
variety, get sarcastic about the ravages of inflation. When one surveys the
relevant literature as a whole, howerver, it becomes quite clear that no important
group today defends inflation from the point of view of social justice. Practically
no one disputes that, taken by itself, inflation is evil.

DEMAND-PULL OR COST-PUSH INFLATION

During the great debate on inflation in recent years, a distinction has re-
peatedly been drawn between, on the one hand, the so-called demand-pull type
of inflation, i.e., an inflation initiated by excess demand generated through lax
fiscal and monetary policies, and, on the other hand, the cost-push type of in-
flation in which the initiating impulse is said to be a forced rise of administered
wages and/or prices that then spread through the whole economy partly by
escalation. It is claimed that restrictive monetary and fiscal policies are ap-
propriate to cure a demand-pull type of inflation but inappropriate when the
inflation is of the cost-push type. In the latter case, restrictive monetary and
credit policies are said to have the effect of restricting output and thus
making the inflation worse because there will be fewer goods available to assuage
inflated final demand.

This is a most superficial conclusion. It simply does not carry the analysis
sufficiently deep or far. It is true that an economy in which costs rise more or
less continuously, irrespective of changes in demand, faces a very serious problem.
Qur economy in this country is basically a free economy, organized on the
fundamental premise that costs and prices are market-determined. We must
constantly be alert to maintain a market atmosphere sufficiently competitive to
make it impossible for cost-push reactions of the type described above to become
dominant as they are alleged to be. I do not propose in this paper to delve into
the complicated questions of whether or not our economy is or has been so
dominated. If it has, it is a condition that obviously requires correction.

What I do want to point out, however, is that the kinds of problems that have
been discussed in this paper are with us and have to be faced whenever we are
confronted with inflation or, particularly, the anticipation of inflation, irrespec-
tive of whether the initiating cause is demand-pull or cost-push.

To be specifie, it is the fact of rising prices or anticipation of rising prices
that provides the incentive to borrow to finance overaccumulation of inventories
and the construction of plant capacity in advance of need. It is the fact of rising
prices or the anticipation of rising prices that leads to misallocations of invest-
ment and miscalculation of investment decisions. It is rising prices or the antici-
pation of rising prices that diverts savings into equities, and that dissipates their
ability to finance growth, in short, that diminishes the supply of loanable funds
and accentuates the demand in such a way as to force high and rising interest
rates. Finally, it is the fact that a country’s prices have risen above those of its
competitors that prices a country out of world markets and initiates a deficit
in the balance of payments. All of these reactions, which place great strains on
the monetary and fiscal mechanism, ensue irrespective of whether an inflation
may be described as cost-push or demand-pull.

In the credit market, these situations increase the profitability of operating
on borrowed funds even at very high interest costs. They increase, there-
fore, the demand for borrowed funds far above the amounts made available by
savings unless they are resisted by appropriate fiscal and monetary policies, i.e,
by balanced budgets and by restraints on the availability of reserves, they result
inevitably in an expansion of bank-created money.

Because borrowing to anticipate inflation appears very profitable, the pressure
of customers on their banks to borrow is very heavy and this in turn brings
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pressure on the Federal Reserve banks to expand reserves. If this pressure is
resisted, interest rates may have to rise quite sharply before the force toward
overexpansion is contained. If the pressure is not contained and bank-created
money is used to finance these hedges against inflation, the inflation, even if it
started as a cost-push type, will by that very fact be converted into one of the
demand-pull variety. This is why it is superficial to assert that restrictive
monetary and fiseal policies are not appropriate in the present of a cost-push
type of inflation. The fact is that policies of restraint have to be applied
whenever either the fact of inflation or its expectation becomes dominant in
motivating business decisions.

This is not to say that other measures in addition to fiscal and monetary
measures may not be needed in the presence of a cost-push type of inflation.
It is clear that in the case of such an inflation, initiated and perpetuated by
costs that rise persistently even in the absence of market pressures of demand,
fiscal and monetary measures, while necessary for its containment, will not
effectuate a cure. If costs are not responsive to market demand, the economy
will not function at optimum levels nor will it enjoy optimum growth.

STABILITY—THE PREFERRED ENVIRONMENT FOR GROWTH

What can we say then of the preferred environment for growth? I do not
refer here to the resource factors essential for growth, such as invention, edu-
cation, and research but rather to the more general type of environmental fac-
tors touched upon in this paper.

First, among these I would emphasize the maintenance of a market-oriented
economy, sensitive to competitive forces, in which costs and prices are flexibly
responsive to the interplay of supply and demand. In such an economy, I
would expect to find appreciation of the advantages of essentials to growth—
specialization, substitution, innovation, efficiency, and economy.

I realize that this assertion opens me wide to the rejoinder that such market
orientation is conspicuously lacking in the Soviet Union which, we are told,
enjoys a rate of growth far outshadowing ours. My reply would be that, on
the one hand, forced saving and investment prevail at altogether exceptional
rates in the Soviet Union and one would expect such rates of investment to be
translated into high rates of growth, and, on the other hand, that according
to recent reports the Soviet planners themselves are becoming keenly aware
that the absence of market-determined costs and prices creates difficulties for
them in planning the optimum allocation of their resources. They are even
reported to be discovering how interest rates are essential in these calculations.

Second, I would rely primarily upon the flexible adaptation of fiscal and
monetary policies to provide both a sustained high level of output and a price
behavior that did not stimulate expectations of inflation, creeping or otherwise.

Third, Twould hope that the benefits of rising productivity and growth were
broadly distributed in three general directions and not overweighted in any
one: (a) in the direction of wage and income advances to the working force to
encourage mobility and the ready availability of needed skills and talents at
points of innovation; (b) in the direction of lower prices promotive of broader
and expanded markets for those end products where productivity has lowered
real costs; and (c) in the direction of sufficient profit-encouragment to those who
innovate successfully to stimulate initiative in management-planning for
growth. In other words, I would favor a situation where the efficiencies of
growth were reflected in falling, not rising, unit costs.

T think it was something like this that provided the environment so favorable
to the very rapid growth rates that prevailed in this country in the last third
of the 19th century. I suspect that the lowering of unit costs at that time, made
possible by the application of the new techniques of the Industrial Revolution
to the untapped resources of the West, created a situation in which falling prices
for final products still left wide margins to provide higher returns for manpower
as well as investment.

Finally, T would avoid a situation where, despite a high rate of technical in-
novation and rising productivity, unit costs rise to such a degree as to press
seriously on profit margins and thus bring pressure for selling prices also to rise.
That path is the path of inflation with all the evils it entails. I do not disagree
with the exponents of the economics of creeping inflation when they say that if
costs rise faster than productivity final prices must rise or the economy will grind
to a halt. I disagree with them rather when they say that such a process is
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sustainable and constitutes an acceptable price for growth. My complaint is

that it is both cruel and dangerous. Far from providing a firm underpinning

to growth, it will, if long continued, engender instability, increase tensions, and

impair the very basis of growth. .

Question 16. With reference to the tight money period of of 1956-57,
please deseribe what effects the System’s methods of monetary re-
straint had wpon lending by the insurance companies, the mutwal
savings banks, and other so-called intermediaries, indicating
particularly the time lags before the System’s policies were truns-
mitted to these intermediaries, as well as the volume of lending
and chamges in interest rates brought about.

Answer

The funds made available to capital markets by financial inter-
mediaries such as insurance companies, savings banks, and savings
and loan associations come primarily from the.savings inflows to
these institutions. To a large extent these inflows are contractual in
nature, such @as those arising from scheduled repayments on loans and
investments and from the premium income on outstanding insurance
policies. Other savings inflows are more volatile, and depend on the
geneéral state of the economy and the competition of other investment
opportunities available to savers, as well as on interest returns avail-
able. In times of increasing demand for capital market funds, finan-
cial intermediaries, in order to acquire new assets, may supplement
their inflows of savings by selling financial claims acquired earlier,
or by borrowing from commercial banks, although extensive depend-
ence on bank credit to finance long-term lending activities is not
regarded as prudent management of funds handled in a fiduciary
capacity, as is the case with these financial intermediaries. '

Through its general influence in moderating wide swings in the
economy, monetary policy can indirectly affect the more volafile of
savings inflows. The most direct influence of monetary policy, how-
ever, 1s on the attempts of financial institutions to supplement sav-
ings flows through sales of assets, such as U.S. Government securities,
or through borrowing from banks. The rise in interest rates and de-
cline in value of fixed-income financial instruments that usually ac-
companies restraint on the availability of credit act as a deterrent to
institutions seeking to supplement their savings inflows by selling
financial claims acquired earlier. Attempts by these financial insti-
tutions to borrow from banks would, of course, confront the credit
restraints limiting bank credit expansion generally.

Both of these influences were evident in the 1955-57 period. As
restraint on bank credit expansion increased, credit extended by banks
to financial intermediaries to finance real estate mortgage len({,in'g ac-
tivities, after increasing sharply, declined by almost one-third. The
rise in yields (and declines in prices) of (Government securities in
this period also was reflected in changes in portfolio management
policies. Insurance companies sold about $1 billion of Government
securities in 1956 but only half that amount in 1957, and savings and
loan associations increased their holdings of Government securities
in both years. Only the mutual savings banks continued to make
relatively large reductions in their holdings.

With demands for long-term funds rising so sharply during the
1955-57 capital goods boom while supplementary sources of funds to
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financial intermediaries were curtailed, yields on debt instruments
rose in consequence. The average yield on new issues of high-grade
corporate bonds increased from about 3.20 percent at the beginning of
1956 to 4.78 percent in the third quarter of 1957. In the same period
average interest rates on conventional mortgage loans increased from
521 percent to almost 6 percent, and yields on FHA mortgages
rose from 4.73 percent to 5.63 percent.

Question 17. It has previously been indicated that the principal mal-
adjustment which the Federal Reserve saw in the 1956-57 period
was a faster increase in productive capacity than in consumer
demand. Did the Federal Reserve take any steps then, or since,
to stimulate consumer demand? If so, please describe what
steps were taken.

Answer

This answer starts with comments relating to the statement as to
what “the Federal Reserve saw in the 1956-57 period.” Strong and
active spending on consumer investment goods—autos, household
durables, and new homes—was a major factor pushing industrial pro-
duction in 1955 to high levels in relation to industrial capacity. A
first response to such strong demands was the intensive utilization
of existing capacity to supply them. A secondary response was a
sharp rise in business expenditures on plant and equipment to mod-
ernize and improve existing capacity and to elaborate and add to
that capacity. The latter response began in the spring of 1955 and
persisted until late 1957.

After mid-1955 mounting pressures on existing capacity precipi-
tated a marked rise in prices of industrial goods, and this rapid ad-
vance continued until the spring of 1957. Wholesale prices of com-
modities other than farm products and foods rose by 8 percent over
this period ; prices of industrial machinery by 14 percent, with some
further advance during the remainder of 1957; and construction costs
by 9 percent.

Advancing prices in the industrial sector shortly spread to the
consumer sector. With retail prices of foods turning up and prices
of services continuing to advance, a rise in the Consumer Price Index
commenced early in 1956 and carried into 1958. By the end of 1957—
a period of less than 2 years—the consumer price increase had
amounted to 6 percent. It may be noted that total consumer pur-
chases of goods and services rose substantially from late 1955 to the
third quarter of 1957, even though purchases of autos and new homes
were well below the unusually high levels of 1955. Because of in-
creasing prices, however, the physical volume of consumer takings of
goods and services increased only moderately.

There is no evidence that consumer purchases of goods and services
were appreciably inhibited by credit availability in 1956 and 1957.
Outstanding consumer installment credit increased by 10 percent in
1956 and 7 percent in 1957, and the easy credit terms established in
1955 continued to prevail. These rates of expansion were far below
the 23 percent rise of 1955, which was swollen by an exceptionally
large volume of auto purchases and by a marked and progressive
easing of installment credit terms, but they were roughly consistent
with long-term growth experience for this type of credit.
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On the other hand, mortgage credit available to home buyers
tightened in 1956-57. One major factor in this tightened credit
availability for mortgages was the growth of other credit demands
and another was the rigidity of interest rates on federally under-
written mortgages. As Interest rates on competitive investment me-
diums rose, the relative attractiveness to lenders of FHA and VA
mortgages declined. Lending on conventional mortgages continued
at high levels throughout this period.

Investment in industrial plant and equipment, which is essential to
economic progress and growth, tends to show strong spurts during
periods like 1955-57 when existing capacity is being utilized at high
rates, demands are strong, and expectations buoyant. During such
periods, expeditures for productive capacity are likely to grow more
rapidly than consumption expenditures. The danger in these situa-
tions is that the ebullience of expectations, fed in part by inflationary
prospects, will lead to overexpansion and misdirection of capacity
and inventory holdings. If this happens, it intensifies risks of seri-
ous reﬁession later and thus dampens prospects for stable economic
growth.,

Further stimulation of consumer expenditures during 1956-57, by
whatever means, would have accentuated upward tendencies for con-
sumer prices, put greater pressure on supplies of important materials,
and enhanced the already strong price incentives for additional in-
vestment. Industries producing capital goods in that period were
already operating at very high rates. Indeed, wholesale prices of
machinery continued to rise rapidly to late 1957.

Credit and monetary policy affects directly that spending in the
economy—consumer, producer, and government—which is financed
by borrowing. It cannot influence the allocation of spending with
borrowed funds between different sectors of the economy. Such
allocations, in a market economy, must be effectuated by the relative
strength of demands for funds of the different sectors in the credit
market. An enhancement of credit availability by credit and mone-
tary policy working through the mechanism of bank-credit expansion
would not have assured a larger consumer demand. The credit

robably would have been absorbed by the areas of strongest demand,
in this period, by business-investment spending. This additional in-
vestment spending would in turn kave added to consumer incomes and
spending without adding in the short run to the supply of consumer
goods, at a time when aggregate consumer demand was already push-
Ing up consumer prices. An inflationary spiral was already in process
and had credit been permitted to expand more rapidly—especially
bank credit with its equivalent addition to the money supply—it could
only have contributed to the spiral.

The Federal Reserve view, then, was that both expectations and
aggregate demand were strong enough—and pressures on labor force
and industrial capacity sufficient—to present a clear threat of con-
tinued inflation throughout 1956 and through the summer of 1957,
even though supply situations were tending to ease late in the period.
When it became clear in the fall of 1957 that recession tendencies
might become dominant, even though wholesale and consumer price
averages were rising further, the Federal Reserve System took vigor-
ous steps (as described in its Annual Report for 1958, pp. 3-11 and

38563—60—pt. 10——10
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30-31), to combat recessionary trends and to help stimulate revival.
In this course of countercyclical action, the System recognized, as it
has always done, that credit and monetary policy is only one factor,
although an indispensable one, influencing the aggregate volume of
expenditures in the economy.

Question 18. Has the Board had occasion to be concerned about non-
competitive factors in the money and securities marlcets; such as

might hamper the effectiveness of its monetary controls? If so,
please describe the general nature of the problems encountered.

Answer

The Board of Governors endeavors always to be alert to factors
in the credit and securities markets that may interfere with the full
play of competitive forces, and potentially hamper the effectiveness
of monetary actions. For example, possible effects of such factors
are considered, along with others, in passing upon applications for
the establishment of bank branches, or for the creation or expansion
of bank-holding companies. The practical question confronting the
Board, however, is not whether competition is as perfect as pure
theory might postulate as ideal, but whether there is a workable in-
terplay of competitive pressures that will transmit Board actions
tolerably promptly to the important areas of the market. So far as
the Board has been able to ascertain, the play of competitive pressures
in financial markets during recent years has been reasonably adequate
for credit and monetary policy.

From time to time, the Board makes studies of different areas of the
money and securities markets with the degree of competition as one
phase of observation. Illustrative is the recent Treasury-Federal
Reserve study of the U.S. Government, securities market. In this
inquiry the customers of specialized financial institutions as well as
the financial institutions themselves were queried in a series of con-
sultations-in-depth about the market experience of customers and the
character of competition in prices and services.

The consultations revealed a vigorous competitive situation in the
(Government securities market, including the absence of artificial bar-
riers to the entry of new firms into the business. Because of the high
degree of specialization, relatively few financial institutions are in-
volved. Nevertheless, effective competition was found to prevail. An
interesting example is the specialized brokers who conduct about one-
sixth of the interdealer trading in Government securities and also fur-
nish a kind of price quotation service. The entire interdealer broker-
age business is conducted by four firms. The inquiry revealed that
active competition exists between these firms and that they furnish
their services at a reasonable cost.

There is also a high degree of competition between the various kinds
of financial institutions that use money and security markets. The
commercial banking system itself, with thousands of individual banks
and without dominance of one bank in any broad area, is clearly char-
acterized by active and effective competition. ’
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Question 19. Have fears of inflation cause a significant increase in
interest rates? ‘

Question 20. Is it the Board’s conclusion that fears of inflation havé
caused o significant change in the rate of savings during the past
7 years?

Question 21. Is there any factual evidenc ethat there has been o change
in the rate of sawings in this period? If so, describe.

Combined answer :

The impact of inflationary fears on interest rates is through the
influence of such fears on the supply of and demand for loanable funds
and through the emergence of distortions in the saving-investment
process. Thus, the impact of inflation on interest rates and on saving
are related aspects of one general problem. Not all increases in in-
terest rates reflect inflationary fears, of course. Much of the time, in-
creases reflect simply a basic supply and demand situation untroubled
by inflationary psychology, as pressures on interest rates stem from
enlarged demands pressing against available supply.

The impact of fears of inflation on the rate of saving is not gener-
ally indicated by the measured amount of saving in the economy or
by the percentage of income saved, except possibly under conditions of
hyper-inflation.” Rather, in recent circumstances the impact of infla-
tionary fears on the saving-investment process is seen through the
diversion of saving to certain kinds of investment, such as equities
and land, which are popular hedges against inflation. Such shifting
in preferences is reflected in the volume of transactions and changing
prices or yields of particular assets but not necessarily in the net
amounts purchased.

The amount of saving in the economy is equal, by definition and as
measured,® to the economy’s investment. The crucial aspect that would
have to be measured in order to evaluate the impact of inflationary
fears on saving is the desire to save® and the particular forms of
saving in which this desire is manifested. It is not possible to measure
divectly desired saving, in contrast to actual saving, but movements
of interest rates and prices of assets can be taken as indicators of
changes in the supply of savings in relation to the demand for it.
(For further discussion of the relation between desired and measured
saving, see answer to question 3.)

The rate of saving—whether measured by the ratio of total saving
to total output or by the ratio of personal saving to personal in-
come—has shown little overall change in trend during the past 7 years.

The extent of the general upward movement of interest rates, how-
ever, particularly from the beginning of 1956 through the summer of
1957, as well as more recently, does indicate that fears of inflation have
been a factor influencing the saving-investment process in recent years.

To a degree, and despite fairly large amounts of saving in certain
forms, such as saving deposits and shares, people have been unwilling

5 Apart from statistical discrepancies.

6 That is, the extent to which the desire to save at particular interest rates shifts over
tifu;e.t Ingatignary fears have the effect of making saving less desirable at any given level
of interest rates.
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to make saving available at existing interest rates to the extent re-
quired by the demand for loanable funds because of expectations that
the value of their saving will be diminished by continuing price rises.
As a result, interest rates have risen to provide an additional induce-
ment for money saving that would not otherwise have been forth-
coming.

Indications that inflationary fears have been a factor influencing
the supply of loanable funds in recent years can be obtained by com-
paring the movements of stock and bond yields. Over the past 8
years, as shown in the table, the yield on stocks has declined steadily
relative to the yield on bonds, indicating that individuals to an in-
creasing degree have shifted their investment preferences from fixed-
interest claims to equities. While this investment shift may represent
to some extent a working out of supply and demand forces in response
to underlying “real” market forces, it also indicates, particularly in
more recent, years, that as fears of inflation become more widespread
individuals have tended to prefer forms of saving whose value would
increase with an expected rise in prices.

Comparison of stock and bond yields
[Annual averages in pereent]

Year Corporate Stocks? |Ratio of stock
bonds ? to bond yields
3.08 6.13 2.0

3.19 5.80 1.8

3.43 5.80 1.7

3.16 4.95 1.6

3.25 4.08 1.3

3. 57 4.09 1.1

4.21 4.35 1.0

4.16 3.97 .9

4.58 3.22 .7

! Moody’s Investors Service data; includes ratings trrom Aaa through Baa.
2 Dividend/price ratio on common stocks, computed by Standard & Poor’s Corp.

The continued diversion of funds into transactions in equities or
land—and eventually, to an extent, into consumption financed by
capital gains from such transactions—limits the amount of funds
available for other forms of investment. As a result, the demand for
loanable funds to finance the Nation’s investment in housing, addi-
tional plant and equipment, or public works can only be met at higher
interest rates.

Moreover, inflationary fears increase the demand for funds beyond
what it would otherwise be. During periods of expected inflation,
investment in fixed capital—whose value may be expected to rise or
which may help produce goods and services which will rise in price—
is accelerated as well as Investment in inventories, in both cases in-
creasing the demand for borrowed funds. In part, this results from
inflationary expectations which make it appear to be less expensive
to invest in the present than in the future. For instance, an interest
level of 5 percent on long-term borrowing, with roughly half of this
cost deductible for tax purposes as a business expense, would mean
that, with an expectation of a 8 percent per annum increase in the
price level, a borrower would consider that his real interest cost for
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financing fixed capital investment would be negative. His incentive
to borrow in the present to avoid higher costs of real investment,in
the future would be appreciable. Any such acceleration in the demand
for funds, in conjunction with a slowing down of supply, will add
even further to the pressure on interest rates. it
Fears of inflation, if they are not contained, result in a genéfal
bidding up of prices as well as a further rise in interest rates. Ah
acutal rise in prices intensifies the effect on interest rates of an ex-
pected rise. With actual or expected advances in prices, lenders
attempt to maintain the real value of their funds by charging higher
interest rates or by lending at shorter term so that they will be in
a position to provide refinancing at higher rates should the expected
situation develop. )

Question 22. With reference to its monetary policies for the present
and for the period immediately ahead, what are the main prob-
lems in the economy which are the objects of this policy? Has the
Federal Reserve established any quantitative targets or criteria
to be accomplished? If so, please state what they are?

Question 23. With reference to the System’s present policy of mone-
tary restraint, and the objectives which the System hopes to
achieve in the months ahead, have any tentative estimates been
made, or any outside limitations established, as to (a) the de-
gree of unemployment, (b) the rate of economic growth, or (¢)
the level of consumer spending, which the System is willing to
accept, if necessary, to achieve its objectives If so, please state
what these estimates or imitations are.

Combined answer

Listed below are four main economic problems with which mone-
tary policy is concerned. It should be pointed out that none of
them is a problem that monetary policy alone can deal with. Each
is a problem, however, on which the policies of the various govern-
mental authorities and agencies as a whole, including monetary
policy, can exert an influence. Elaboration of these problems, which
has not been requested, is available in many official statements.

1. Bringing about a maximum rate of sustained economic growth,
mainifested in part by a rising level of living through increasing con-
sumption per capita. This requires rising output per workers; that
is, higher productivity through advancing technology. (See Chair-
man Martin’s statement before the Joint Economic Committee,
February 6, 1959.)

One essential for sustained growth is a volume of real saving and
investment sufficient to support continuous renewal, adjustment, and
expansion of capital resources. The maintenance of adequate saving
and investment depends, in turn, upon broadly based and justified
confidence in a reasonably stable dollar. (See Chairman Martin’s
statement before the Joint Economic Committee, July 27, 1959.)

2. Keeping down unemployment.—There are many types of unem-
ployment and many causes of unemployment, and all the factors that
go into unemployment must be carefully considered and sympatheti-
cally studied 1n relation to public policy decisions in numerous fields.
While we have unemployment compensation benefits for residual or
temporary unemployment, the major problem is how to keep people



3384 EMPLOYMENT, GROWTH, AND PRICE LEVELS

at work and in jobs that will be permanent and profitable. = (See
Chairman Martin’s speech before the Executive Club of Chicago, De-
cember 12,1958. See p. 3385.)

3. Maintaining the value of the dollar—Reasonable stability of the
general price level is important from the point of view of equity and
social justice for all who receive or hold money or claims in money
terms. It is essential to adequate saving and investment and hence to
sustained economic growth, as noted above, and also contributes to
the maintenance of relationships between the various individual prices
that help to allocate resources in a way to foster overall economic
growth. (See Chairman Martin’s statement before the Senate Com-
mittee on Finance, August 13, 1957.)

In order to have a monetary background that will be conducive to
maximum economic growth it is also vital that there be public confi-
dence in the prospects of continuing general price stability, as distin-
guished from expectations or fears of inflation. This latter problem
1s importantly affected by public feelings and psychology as well as
by actual current financial and economic developments. (See paper
presented by Winfield W. Riefler, assistant to the chairman, at the
Stanford business conference, Stanford, Calif., July 21, 1959. See
p. 3368.)

4. Developing and maintaining balance in international payments.—
The financial position of the United States vis-a-vis the rest of the
world is in general very strong, but it will continue necessary in the
long run that this country’s foreign trade and payments be in sustain-
able balance. This is related, 1n turn, to keeping an appropriate
relationship between the value of the dollar, in terms of goods and
services, and foreign price levels. (See Chairman Martin’s speech of
December 12, 1958, and paper by Winfield W. Riefler, Assistant to
the Chairman, July 21, 1959, referred to in preceding paragraphs.)

A complex set of factors other than monetary policy determines the
ability of the national economy to deal with the problems listed in the
preceding paragraphs. With respect to these problems, accordingly,
it is not possible to establish quantitative targets for the performance
of monetary policy or to provide quantitative criteria that will govern
monetary decisions. Also, with reference to the System’s present
policy of monetary restraint, no quantitative estimates have been
mads, or limitations established, as to the matters listed in question 23.

On each of these matters many factors other than monetary policy
are also important in determining the performance of the economy.
Economic growth may be retarded or unemployment created, for ex-
ample, by pricing policies of those supplying goods or services, by
inadequate technological advance, by taxes that reduce incentives, or
by uneconomic allocation of resources resulting from various Govern-
ment programs. If such factors exert a significant influence, then
monetary policy is impeded: in its efforts to foster high-level employ-
ment, economic growth, price stability, and balance in international
payments. The function or purpose of monetary policy, it may be
said, is to adjust to these other factors as they develop, in such a way
as to provide a monetary setting that will be conducive to the maxi-
mum rate of sustainable economic growth along with satisfactory
levels in related economic fields, including employment and consumer
spending. '
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What the System needs, and provides, for formulating monetary
policy is an extensive economic intelligence covering both monetary
and nonmonetary developments in the entire economy so that these
may be viewed in balance. A balanced view of the overall economy—
rather than quantitative targets or criteria, tentative estimates, or out-
side limits of such factors as the degree of unemployment, the rate of
economic growth, and the level of consumer spending—is essential for
appropriate judgment on monetary policies. The enterprise drives
of a healthy, dynamic economy, given a proper financial climate, will
help to achleve the major objectives listed in the first part of this an-
swer—maximum sustainable growth, together with minimum unem-
ployment, reasonable stability of the general price level, and balance
in the country’s foreign trade and payments.

Our AumERICAN EcoNoMmy

(Remarks by Wm. McC. Martin, Jr., Chairman, Board of Governors of the
. Federal Reserve System)

During the past year we have had both recession and recovery and now, once
again, fear of inflation. Despite the best efforts of the Federal Reserve System
to explain its objectives and point of view to the general public, questions are
again arising as to the basic purposes of monetary authorities. 'These queries
are legitimate, but the answers have been given repeatedly. The Federal Re-
serve System is designed to regulate the supply of money in order to foster high
levels of employment and stable prices. Stability is not an end in itself but a
means by which this higher standard of living can be attained and without
which a lower standard of living becomes inevitable.

From time to time the charge is made that the Federal Reserve is seeking a
recession and would like to see a little unemployment. Certainly nothing could
be further from the truth. The Federal Reserve’s paramount purpose is to
contribute, so far as it can, to sustain economie progress without the painful
setbacks that mean waste of human and material resources.

There are many types of unemployment and many causes of unemployment.
All of the factors that go into unemployment must be carefully considered and
svmpathetically studied. For residual unemployment, or temporary unemploy-
ment, we have unemployment compensation benefits. The major problem, how-
ever, is how to get people to work and give them jobs which will be permanent
and profitable. How easy this would be if we could only achieve it by just
spending more money. Unfortunately, experience has demonstrated you cannot
spend yourself rich. Lasting prosperity only comes from hard work, producing
goods and services which people need and want at prices they are willing and
able to pay. At the moment we have unused capacities in industry and larger
levels of unemployment than we would like to have. Why has this come about?
Because of tight money? Not a bit. It has come about because inflation got
ahead of us as evidenced by the fact thut at one thme in 1957 we were losing
more than $1 billion a month In prices in our gross national product without
additional goods and services being produced for the consumer. The seeds of
inflation were sprouting into the temporary overcapacity which we now have
and a decline was inevitable. .

Let us'not be misled by comments to the effect that the consumer price level
is now stable. The process of inflation in this country started over 10 years
ago during our wartime period and with minor {nterruptions from time to time
has persisted ever since. '

The Federal Reserve System has leaned against the wind whenever it has
been clear which way the wind was blowing. In 1957-58, when a decline was
underway, we pursued an easy money policy, in order to give whatever assistance
an enlarged availability of money could give to alleviating distress and laying
the groundwork for recovery. 'This was largely achieved by the end of April of
this year. Accordingly, Federal Reserve policy was modified, as it always should
be, in adaptation to the change in economic conditions. At the present time, with
increased demands for.funds, with improved productivity, we are witnessing a
strong economic comeback and we are now beginning to see a gratifying decline
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in unemployment figures, although the total is still higher than any of us would
like it to be.

Let us not succumb to the belief that these unemployed people will be assisted
by flooding our economy with a stream of easy money. The better way to get
these people back to work is to concentrate on fundamentals that permit the
forces of the market to operate. Rising interest rates, when they reflect a re-
sponse to improving business conditions, have never been a sign of weakness.
‘When artificial forces prevent their rise it may well lead to knots which would
complicate rather than assist our progress. If business conditions continue to
improve it is normal to expect interest rates to rise; if business stays where it is
interest rates will probably stay about where they are, and if business begins
to decline interest rates will decline. But let us not be carried away into think-
ing that interest rates are such a dominant force in the economy that they
possess some magic so that they alone can determine the level of employment,
unemployment, and use of capacity—at high or low levels. To me it is vital that
we understand this crucial point.

A recent trip to several countries of the Far Bast gave me a welcome oppor-
tunity to see ourselves as others see us. One distressing experience was to find
among intelligent and perceptive men in those countries a growing distrust over
the future of the American dollar. Whether or not it is justified and certainly
I think it is not—it is important to recognize that this feeling exists.

To the foreigner, much more than to Americans, the dollar is a symbol of this
country’s strength. A decline in the value of the dollar would suggest to him a
decline in the faith and credit of the United States, signaling in his mind a
decline not only in American economic strength but also in moral force.

Naturally 1 was interested in the basis of distrust. Two matters appeared
uppermost. One was a conviction that, not necessarily at the moment but in a
fairly short time and more markedly in the extending future, American goods
are going to find themselves priced out of the market. Indeed, I was told that
some countries to which we have made loans conditioned upon the purchase of
American goods would, except for that restriction, already be turning elsewhere
for their purchases.

You will recall that this same sort of talk was directed at Britain for about a
year before the British got into trouble and had to devalue the pound sterling.
I don’t think it is going to happen here. I wouldn’t talk about it if I did. But
it is something for us to be concerned about.

The other thing cited to me as a reason for foreign distrust of America’s abil-
ity or will to preserve the buying power of the dollar was the $12 billion deficit
that has developed in the U.S. budget, plus possibilities that further deficits may
follow.

It was amazing to me how closely our budgetary developments were being
followed in such remote areas as Thailand and Hong Kong, and how many
people there knew our precise budget figures better than most Americans.

Of course a simple fact of human nature has added intensity to their interest.
They all know, many through personal experience, of the stern lectures America
has given foreign countries about their need to have the moral fiber to put their
finances in order. And, as a widely traveled American businessman recently
suggested to me, it is only natural that foreign countries should be wondering if
we have the capacity to take the medicine we have so freely prescribed for others.

Now I don’t think anyone abroad or at home questions the ability of the richest
country in the world to ‘“afford” whatever amounts are needed for the national
defense of the United States and for social benefits the American public demands
as well. Certainly I do not question it myself.

The question that I ran into was something else : since Americans clearly can
afford these expenditures, why don’t they pay for them? That is, why don’t
they pay in taxes or reduce other programs instead of giving IOU’s or simply
printing more paper dollars? That also is something to think about.

Now let’s discuss this matter of the budget. No reasonable man believes that
budgets can always be balanced. Likewise, no sensible person believes than an
unbalanced budget is a desirable way of life. This, of course, has moral connota-
tions as well as economic.

We are a rich country. There is no reason to be ashamed of it and we do
not need to apologize about it. We must recognize that some people in our
society are not as rich or well off as we would like them to be. As a nation,
however, we can afford to expend whatever is required for national defense and
forgiven aid. Naturally we don’t want waste in these projects. Whatever is
required we can afford to spend, but we cannot afford to spend it if we are unable
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to find the means of paying for these expenditures in any other way than by
printing money. Regardless of what facile justification or technical obscuran-
tism is used to persuade us that we can have our cake and eat it too, we can have
no hesitation in stating flatly, “It just isn’t true.”

We must face up to the reality of either raising taxes or revising our tax

structure to produce more revenue or reducing the priorities of some other
programs until we can get things in better balance. Whatever the justifica-
tions for deficit financing in time of recession—and at best I sometimes think
there is a good bit of wishful thinking involved—there can be no question
that when business is improving and moving actively toward higher levels, a
budget deficit becomes fuel on the fire of inflation. In effect, it pumps air
into the business structure as if it were a balloon and eventually leads to
more serious recession when the balloon pops than would have occurred if it
had not been indulged in. Again let me say, this is not pleasant, but with
due respect to these people who talk about modern times and outmoded classi-
cal theories what I am saying is based on time-honored and time-tested prin-
ciples that are as valid and inescapable today as they have been down through
the ages. )
. Wikewise, it is time we stopped shilly-shallying around about this matter
of interest rates and faced up to realities. We have had far too much talk
about so-called “tight” money and “soft” money without adequate under-
standing of the role of interest rates in our economy. e already have too
many preferential interest rates established by statute as though it were pos-
sible to ignore completely the workings of the marketplace. Interest rates are
the prices charged for credit. They are a wage to the saver as well as a cost
to the borrower. In a private enterprise economy they are established by the
interplay of market forces. They perform the important function of influenc-
ing the volume of credit that flows into specific channels of enterprise. They
are essential to pricing the assets on which holders expect to receive income
over a succession of years. It is through flexible rate movements that the
incentives and disincentives are provided for balancing out supply and demand
factors in our economy.

The most striking illustration of their usefulness and effectiveness in re-
cent years occurred nearly 8 years ago when the decision was made to un-

¢ our Government securities market. This restored to that important mar-
ket some of the influence which had been denied it by Government policy for
a period of years during which regulation of the money supply gradually be-
came almost ineffective.

Once this decision was taken, the credit mechanism began to function as
a governor on the flywheel of our economy and the process of stabilization
became a useful part of the adjustments necessary in a healthy economy. We
are compelled to recognize, whether we like it or not, that you can alter the
nature of demand and change the composition of supply but you can no more
ignore the law of supply and demand than you can ignore the law of gravity.

Some time ago a top industrialist who had complained bitterly about rising
interest rates told me he now recognized that some adjustments were probably
desirable, but he said “Don’t let interest rates go above 3 percent.” Although
there are technical differences between the commodity he is manufacturing
and this manmade device of money, I asked him how he would like it if the
Government laid down a decree that the product he was manufacturing, re
gardless of cost and price factors, could not be sold to the public above a
;ixed t13rice. The only answer I received to this suggestion was “that’s dif-
erent.” :

Now I want to go one step further and talk about the most difficult aspect
of all our problems. This is the subject of confidence. It is the subject we
frequently avoid because we are afraid of upsefting confidence by discussing
it. All of us know of cases of irresponsible and hysterical individuals who
contribute to tearing down confidence. We are more likely to recognize them
than we are the equally irresponsible individuals who overpaint, oversell, over-
emphasize the optimistic side of things in the name of inspiring confidence. In
any event, confidence is perhaps the fundamental factor in money and currency.
Those of us who are charged with responsibility for our monetary affairs recog-
nize this clearly. Money must not only be a medium of exchange and a standard
of value, but it must be something in which people have basic confidence.

Because of the interrelationships of interest rates and budgets and the present
position of the United States in international trade, it is a serious matter
when an important segment of world opinion has begun to question the fiscal and
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monetary integrity exemplified by our American dollar. It is not something
we can lightly pass over in hope it will go away. The battle against inflation
ig at a crucial point, and a setback in the United States would be a serious set-
back for the entire free world. I would like to be able to stand here and say
flatly, “There will be no inflation.” I cannot do so. For any one man, that
would only be idle talk. What we need now is not talk nor long debate nor
lengthy analysis, but resolute actions—continuing over time—which will dem-
onstrate to doubters the good sense and character of the American people.

A pressing need for such action confronts us as we approach 1959. The fear
of inflation is earnest, and it is having a damaging impact already. Today,
when the level of savings in our country has been steadily rising, we could, in
my opinion, be selling long-term Government bonds at interest rates substantially
lower than current levels if the holders of these savings were convinced that
there will be no inflation—convinced that we will conduct our affairs on a basis
which will make inflation improbable,

I am well aware of the fact that some of these remarks may be interpreted
pessimistically. They are not so intended. We have already made a good start
on the road to improving this situation. However, the progress we have already
made gives no ground for complacency. Improvements in business efficiency
effected during the sharp but short recession are helping in the current recovery
movement that is continuing on a rather broad basis. And it is not news to
any of you that the Federal budget is getting determined attention in more than
one quarter. Let us press forward on these sound lines and no one can doubt
our success.

The recent trip to which I referred impressed on me as never before that the
eyes of the world are on us. Responsible officials in many countries are watch-
ing us closely to see whether we intend to practice what for many years we have
preached to them. The future is not entirely within our control but we do have
it within our power to maintain the integrity of the American dollar if we have
the will to do it. Until or unless the people, through the Congress, change the
Federal Reserve Act, I can pledge to all of you that the Federal Reserve System
will do everything in its power to safeguard our currency.

Question 24. With reference to the reductions in required reserves of
the member banks in 1953, 1954, and on four occastons in 1958,
was the decision that credit should be eased on each of these occa-
sions first made by the Board of Governors or by the Federal
Reserve Open Market Committee?

Answer

In 1953: Decision by the Federal Open Market Committee in the
spring of 1953 that credit policy should be changed in the direction
of moving toward less restraint was taken on June 11. At that time
the Committee’s directive was changed to place emphasis on avoiding
deflationary tendencies without encouraging a renewal of inflationary
developments. Prior to this action, in May and early June, the
System Open Market Account, through its operations, had begun to
supply additional reserves to the market in order to relieve temporary
strain in credit markets and to ease the availability of reserve funds
for meeting imminent seasonal and growth needs. In reaching its
June 11 decision, the Committee noted that in the near future the
situation would require aggressive supplying of reserves to the
market. This decision superseded the decision taken by the Com-
mittee at its meeting in March 1953 calling for restraint upon infla-
tionary developments.

The Board of Governors acted on June 23, 1953, to reduce reserve
requirements effective July 1 and 9, for different classes of member
banks, stating that this step was taken in pursuance of Federal Re-
serve policy, designed to make available the reserve funds necessary
to meet the essential needs of the economy, including those used for
prospective Treasury financings, and to help sustain equilibrium at
high levels of production and employment without inflation.
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In 1954: Throughout the first half of 1954, the general policy direc-
tive of the Federal Open Market Committee remained in the same
form as that adopted at the meeting in December 1953 when the
Committee stated as the central objective of current credit policy
that transactions for the System Open Market Account should be
with a view “to promoting growth and stability in the economy by
actively maintaining a concglition of ease in the money market.” This
approach to policy by the Committee was the same as that of the
Board of Governors, each member of which serves on the Committee.
As a part of the System’s program, the Board approved reductions
in discount rates at Federal Reserve banks in February and again in
April 1954. The Board also acted on June 21, 1954, to reduce reserve
requirements in pursuance of the System’s policy of making available
the reserve funds required for the essential needs of the economy and
for facilitating economic growth.

In 1958: At the beginning of 1958, the Federal Reserve System
was following a policy of easing the reserve positions of banks. This
had been signaled in- late October and November 1957 with open
market.operations modified to supply seasonal needs for reserves rea-
sonably freely and with reductions in discount rates at the Federal
Reserve banks.

The specific changes that were made by the Board of Governors
in reserve requirements of member banks effective in late February,
in the latter part of March, and in April 1958, were steps in the
overall credit policy of the Federal Reserve System which had been
one of easing reserve positions since autumn 1957. (While the ques-
tion refers to four occasions for action on reserve requirements in
1958, the three occasions on which the Board acted were on Febru-
ary 19, March 18, and April 17. The effective dates differed slightly
for different classes of banks.) . '

The decisions on reserve requirements were, of course, decisions of
the Board of Governors, and such decisions were in no case made
initially by the Federal Open Market Committee. Other actions
taken by the Board as elements in the general System policy in-
cluded a reduction in margin requirements effective January 16,
1958, and approval of reductions in rates on discounts and advances
by the Federal Reserve banks effective in January, March, and April
1958.

The annual reports of the Board of Governors for the years 1953,
1954, and 1958 include statements of the policy actions taken by the
Federal Open Market Committee, as well as by the Board of
Governors. ~

Question 25. With reference to the reductions in required reserves in

1953, 1954, and 1958, please state in each case whether the conclu-

. sion that the desired ease of credit should be accomplished by

reductions in required reserves, rather than by purchase of secu-

rities in the open market, was first reached by the Federal Reserve
Board or by the Federal Open Market Committee?

Amnswer .

The decisions as to reductions in required reserves of member banks
made in 1953, 1954, and 1958 were in all cases made by the Board of
Governors of the Federal Reserve System. In reaching these deci-
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sions the Board was aware of the policy being followed by the Federal
Open Market Committee. While suggestions as to_possible actions
that might be taken in the area of credit policy were discussed to some
extent at meetings of the Federal Open Market Committee, in no case
would it be accurate to suggest that a decision with respect to a change
in required reserves was made other than by the Board of Governors.

Question 26. Has there been any occasion when there was a difference
in view as between a majority of the Board and a majority of the
Open Market Committee as to what monetary policy was currently
most appropriatef If so, please describe the occasion, the nature
of the issue, which side of the issue the two groups were on, and
how the issue was resolved ?

Question 27. Has there been any occasion when there was a difference
in view as between the majority of the Board, and a majority of
the Open Market Committee as to the question whether current
monetary policy should be effectuated through open market
operations or through reduction in required reserves? If so,
please describe the occasion, indicating which side of the issues the
two groups were on, and how the issue was resolved?

Combined answer

In no case does the record of meetings of the Federal Open Market
Committee indicate a difference of view as between the majority of
the members from the Board of Governors and a majority of the mem-
bers of the Federal Open Market Committee as to what monetary
policy was currently most appropriate or as to whether current mone-
tary policy should be effectuated through open market operations or
through reductions in reserve requirements. In connection with these
two questions, it may be of interest to review the attached excerpt
from the replies made by the Board to questions for the use of the Sub-
committee on General Credit Control and Debt Management as pre-
sented on pages 298 and 299 of Senate Document 123, part I, of the 82d
Congress, 2d session.

Reconciliation of differences in viewpoint.—The Federal Reserve Act places
ultimate determination of national credit policy in part in the Federal Reserve
Board of Governors and in part in the Federal Open Market Committee whose
membership includes all members of the Board and five representatives (in
practice, presidents) of the Federal Reserve banks. In the formulation of dis-
count policy, Reserve bank boards of directors are authorized to establish dis-
count rates subject to review and determination by the Board of Governors. In
addition, Reserve bank directorates perform consultative and advisory functions
with respect to the nature of current economic and credit developments and ap-
propriate System credit policy in the light of those developments. The mecha-
nism for determination of System policy places particular emphasis on a bal-
anced view of the overall economic and credit situation.

As to the general economic and credit situation and appropriate credit policy
‘under particular circumstances, judgments among the individual participants in
System policy formation may and do differ. There is no reason, however, for
-assuming that, among men selected for independence of thought and judgment,
differences will generally crystallize by groups—the Board of Governors, the
Reserve bank presidents, and the boards of directors of the Reserve banks. Nor
is there any reason for assuming that the resulting System attitude with respect
to the current credit problem and needed policy must be in some sense a negoti-
ated compromise among these groups. Since the statutory changes of the early
thirties affecting System decisionmaking, experience in System policy formation
indicates that policy positions reflect mainly the influence of individual leader-
ship in reconciling different viewpoints and in pointing up current credit issues
with the result that a consensus on policy action crystallizes. System policy
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experience shows, furthermore, that differences in judgment as to appropriate
policies reflect primarily the special background and understanding of the policy
problem on the part of individual participants in the policy formation process,
and that the merging of differences of judgment into a common policy is neces-
sgril.y a process of discussion and mutual understanding of the varying points
of view.

Differences of viewpoint among the individuals in responsible policy authority
also arise sometimes as to the use, combination of use, and timing of use of the
separate policy instruments. _These differences again are subject to reconcilia-
tion through discussion and mutual understanding, with a decision representing
the consensus of those having ultimate policy authority, but with the judgment
of those in a consultative or advisory position being a factor taken into con-
sideration in a final determination. The formulation of national credit policy is
a complex process which needs as full an analysis as possible of all relevant
facts as well as the benefit of viewpoints that represent differing economie back-
grounds, contacts, and experience.

Question 88. Has there been any occasion when members of the Board
have protested, informally or otherwise, that monetary policy as
decided by the Open Market Committee was not being carried out

according to the members’ understanding of the policy decision?

Answer

There have been occasions when, in reviewing past operations for
the System Open Market Account, individual members of the Federal
Open Market Committee have commented on transactions in terms
that they, as individuals, would have preferred a different degree of
action or a different direction of policy. Such statements almost
invariably have been supported by comments by the member at an
earlier meeting when a policy decision was reached, either in explana-
tion of why he concurred in the policy decision even though he would
have preferred a somewhat different decision or when he felt suffi-
ciently strongly about the decision to have voted against it.

On only one occasion, in 1957, did a member criticize operations
that had been carried on for the éystem Account on the grounds that
they had departed from what the Committee intended when it issued
its instruction. He stated that this reflected the inadequacy of the
steps taken by the Committee to specify what it wanted, adding that
he ‘was certain that the management of the System Account felt that
its actions were within the intent of the Committee, although he per-
sonally believed that they were not in accord with what the Committee
had desired. He also stated that the experience raised a question as
to the technique of System Account operations in general, that is,
whether too much effort was directed toward evening out day-to-da
changes in reserve positions, and particularly projections of suc
changes, which sometimes turned out to be unnecessary. He won-
dered whether weekly averages rather than day-to-day changes
should not be the most decisive gata.

At the same meeting, one other Committee member stated that,
while he had been on vacation during the period, his impression was
similar to that of the member criticizing the System Account’s opera-
tions during the preceding 3-week period when, in his view, the System
Account had operated in a way that seemed to denote an inappropri-
ate degree of responsibility to the Treasury.
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Question 29. Has it been the Board's position, over the past b years,
that the discount rate should be the same in all 12 Federal Re-
serve districts, or has the Board attempted to maintain different
discount rates when there may have been marked differences in
in the levels of economic activity as between the different regions.

Question 30. Please indicate, as a practical matter, the genesis of
changes in discount rates over the past & years, indicating par-
tioularly whether the impetus for the change has come from the
Board of Governors or from the Reserve banks.

Combined answer

The Federal Reserve Act requires the Federal Reserve banks to
establish rates of discount every 14 days or oftener, subject to “re-
view and determination” by the Board of Governors. Under the this
language the Board has authority to initiate discount rate changes,
but in practice it usually acts on proposals, for either a change or a
continuation of existing rates, as these are submitted by the Reserve
banks.

The discount function is one of the three major instruments of
TFederal Reserve policy, and it is closely related to open market opera-
tions. Decisions by the Reserve bank directors to propose changes in
discount rates frequently are given the benefit of the prevailing con-
census regarding appropriate monetary policy as it emerges at the
meetings of the Federal Open Market Committee. At the time of
each meeting of the FOMC in Washington, usually every 3 weeks,
there is discussion of the current economic and financial situation,
bringing together information on conditions in the different regions,
and consideration of the implications of the current situation for
Federal Reserve policy. These discussions are a major part of the
bankground for policy actions: for decisions on open market opera-
tions made by the FOMC, which consists of the seven Board mem-
bers and five Reserve bank presidents; for decisions on reserve re-
quirements made by the Board of Governors; and for decisions on
discount, rates which are made by the boards of directors of the indi-
vidual Reserve banks, subject to review and determination by the
Board of Governors. In this manner the joint discussions by Fed-
eral Reserve officials undoubtedly have an influence on individual Re-
serve bank actions with respect to recommendations for discount rate
change and on Board actions with respect to approval of recommended
changes,

In recent years persistent differences in discount rates among the
various districts have been the exception rather than the rule. This
has resulted from the fact that under modern conditions there are few
barriers to the flow of funds from one part of the country to another.
Both suppliers and users of funds, regardless of where they are lo-
cated, have increasing access, direct or indirect, to other areas of the
country. Differences in levels of economic activity or in rates of
expansion in economic activity tend to cause corresponding flows of
funds. Areas of more intense demand for funds attract funds from
areas of less intense demands, The result is that monetary conditions
have tended to be uniform geographically and this has made uniform
discount rates increasingly appropriate.
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Question 31. Has there been any occasion when the Board failed to
adopt the discount rate recommendation made by a Reserve bank
or, conversely, when the Board or the Chairman suggested to a
Reserve bank what discount rate the bank should recommend?

Answer

. Yes; there have been a few occasions. A recent occasion when the
Board of Governors failed to approve thediscount rate recommenda-
tion made by a Reserve bank is set forth in the record of policy ac-
tions of the Board in its annual report covering operations for the
year 1957. The pertinent material appearing on pages 68 and 69 of

that report follows:
NovEMBER 14, 1957.

REDUCTION IN RATES ON DISCOUNTS AND ADVANCES BY IFEDERAL RESERVE BANKS

Effective November 15, 1957, the Board approved actions by the boards of
directors of the Federal Reserve banks of New York, Richmond, Atlanta, and
St. Louis, establishing a rate of 3 percent (a reduction from 314 percent) on
discounts for and advances to member banks under sections 13 and 13a of the
Federal Reserve Act.

Votes for this action: Messrs. Martin, Balderston, Szymczak, and Vardaman.
Vote against this action: Mr. Robertson.

(While the Board was in session on November 14 advice was received from
the Federal Reserve Bank of New York that the directors of the bank had
fixed a discount rate of 314 percent. The Board voted unanimously to take
no action on this rate and the Federal Reserve Bank of New York was so in-
formed. Shortly thereafter the Board was advised that the directors of the
New York bank had fixed a rate of 3 percent. This rate was approved by the
Board with the votes as stated above.)

Question 32. Who determines lending policies of the Federal Reserve

banks, the Board, the Open Market Committee, or the individual
Reserve bank?

Answer

In brief, each Federal Reserve bank determines its own lending
policies, subject to statutory requirements and overall supervision
and regulation by the Board of Governors.

The Federal Reserve Act authorizes the board of directors of each
Reserve bank, subject to provisions of the law and orders of the Board,
to extend to each member bank such credit accommodations as may
be safely and reasonably made with due regard for the claims and
demands of other member banks, the maintenance of sound credit
conditions, and the accommodation of commerce, industry, and agri-
culture. Advances and discounts by the Reserve banks are subject
to such restrictions, limitations, and regulations as may be imposed
by the Board. ‘

In its regulation A, relating to this subject, the Board has pre-
scribed certain requirements and set forth certain general principles
to be observed by the Reserve banks in making advances and dis-
counts. As stated in a foreword to that regulation, the extension of
credit assistance to member banks by the Reserve banks “is admin-
istered in the light of the basic objective which underlies all Federal
Reserve credit policy, ie., the advancement of the public interest by
contributing to the greatest extent possible to economic stability and
growth.”
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Question 33. When either the Open Market Committee or the Board
is effecting a change in credit policy, are there also associated
changes in policies of the Reserve banks as to the volume of bank
credit which may be extended through the discount window? [If

s0, how is such policy concerning discount window actwity co-
ordinated with the general monetary policy?

Answer

The policies of the Reserve banks with regard to advances to or dis-
counts for member banks do not change with changes in monetary
policy. At each Federal Reserve bank use of the discount window is
governed by the principles and terms set forth in the Board’s regula-
tion A. These principles and terms are not altered with variations
In monetary policy.

Variation in total volume of member-bank borrowing that occurs
over the business cycle results from the fact that, at times of strong or
expanding credit demands and restrictive monetary policy, more
banks find themselves more often in need of temporary accommoda-
tions at the discount window as they experience reserve drains. At
such times, the volume of member-bank borrowing rises. In periods
of weak or declining credit demands and relatively easy monetary
policy, banks individually find that reserves tend to flow to them
rather than away; thus the occasion for temporary borrowing arises
less frequently and the volume of member-bank borrowing declines.

Lending through the discount window is coordinated with general
monetary policy in the following way. Except for infrequent changes
in reserve requirements, the basic supply of member bank reserves is
regulated by open market operations at the initiative of the Federal
Reserve System. In making its decisions regarding open market
operations, the System takes into account the fact that member banks
as a group will react to reserve stringency by increased borrowing and
will react to reserve ease by reduced borrowing.

In a period of growing credit restraint, for example, increased bor-
rowing is a normal and expected reaction to restrictive open market
operations. Such borrowing of reserves is not, however, a complete
offset to open market operations, in view of the limitations on the use
of the discount window set forth in regulation A as well as the reluc-
tance of many banks to be in debt. A further deterrent is that bor-
rowing can be made more expensive to member banks by increases in
Reserve bank discount rates.

Question 4. How are differences in economic conditions among the
different regions provided for in Federal Reserve policymaking?

Question 35. Please describe the circumstances which have led the
Board to recommend or approve more lenient lending by the Fed-
eral lgeserve banks to member banks in areas of high unemploy-
ment:

Combined Answer

Federal Reserve policy which affects the entire Nation is determined
on the basis of detailed economic intelligence regarding each region,
and the consensus reached in discussions at the time of the meeting
of the Federal Open Market Committee as to appropriate national
policies in the light of this regional intelligence. Ior national mone-
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tary policy, differentiation region by region is seldom, if ever,
practicable. :

Difference in economic and credit conditions and in institutional
structure among regions can and do give rise to differences in relative
amounts of member-bank borrowing at the Reserve banks. Differ-
ences in the degree of pressure on credit markets, however, are gen-
erally evened out by the fluidity of money and credit in response to
relative demands and interest rate differentials: - Thus- credit flows
occur largely through the market structure.

The general credit measures with which Federal Reserve operates
are not adapted to differential use, region by region, except as noted
in the next paragraph. In fact, attempts by the System to establish
and maintain differences in credit conditions among regions would
probably not, be successful in view of the tendency for loanable funds
mn seeking the highest return available to flow to regions of more
intense demands for credit.

The Federal Reserve Board has not been called upon to approve
more lenient lending by the Federal Reserve banks to member banks
in areas of high unemployment. However, the terms 'of regulation A,
as revised in 1955, are fully consistent with enhanced use of the dis-
count facilities by member banks in such regions. The foreword to
the regulation states: “Federal Reserve credit is also available for
longer periods when necessary in order to assist member banks in
meeting unusual situations, such as may result from national, re-
gional, or local difficulties or from exceptional circumstances involving
only particular member banks.”

Question 36. Please describe the role of the Federal Advisory Coun-
cil, its part in determining discount rates, and the functions which
the Board has found to be of most service.

Answer

The role of the Federal Advisory Council is described in section 12
of the Federal Reserve Act (12 U.S.C. 262) as follows:

The Federal Advisory Council shall have power, by itself or through its offi-
cers, (1) to confer directly with the Board of Governors of the Federal Reserve
System on general business conditions; (2) to make oral or written representa-
tions concerning matters within the jurisdiction of said Board; (3) to call for
information and to make recommendations in regard to discount rates, redis-
count business, note issues, reserve conditions in the various districts, the pur-
chase and sale of gold or securities by Reserve banks, open market operations
by said banks, and the general affairs of the Reserve banking system.

The Council has no part in the determination of discount rates. As
above indicated, however, it may call for information or make recom-
mendations regarding discount rates.

. The Board has found the Council to be of greatest service as a me-
dium through which the Board may have the benefit of expressions
of opinion from representatives of the banking community in the
various Federal Reserve Districts. This, it is believed, was the prin-
cipal purpose of Congress in providing for the Council. Thus, the
report of the House Banking and Currency Committee with respect
to the original Federal Reserve Act stated:

* .‘ * The f‘unctions of this Board [the Federal Advisory Council] are wholly
gldv1s01:y and it would amount merely to a means of expressing banking opinion,
mforn_nng the Reserve Board of conditions of credit in the several districts, and

38563—60—pt. 10——11
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serving as a source of information upon which the Board may draw in case

of necessity * * *

Question 37. Have the Federal Reserve authorities ever investigated
the possibility of a “leak” of information from inside the System
concerning a prospective change in credit policy? If so, has
evidence been obtained that such o “leak” has occurred?

Answer

As an aid to public understanding, the Federal Reserve System
makes available to the general public in various publications and
statements issued from time to time considerable information regard-
ing the objectives and operations of the System, and the relationship
of System actions to various economic and financial developments.
In the discharge of its responsibilities, the System also gathers and
studies constantly a vast amount of information on economic and fi-
nancial developments themselves, and it further makes this informa-
tion available to the general public to the fullest extent practicable.

In view of the widespread dissemination and use of this information
and in view of the public interest in Federal Reserve actions, it is not
surprising that there may be “guesses” or “rumors” of System action
whenever the economic situation itself seems to suggest such action.
It is inevitable that financial writers and other persons interested in
financial markets may attempt to anticipate possible System actions,
just as they try to “predict” possible actions by the courts, the Con-
gress, the executive departments, and various administrative agencies.
Hardly a day passes that one writer or another does not suggest that
some action by the System is imminent. It is reasonable to expect
that such “predictions” may sometimes happen to coincide with Sys-
tem actions.

The Federal Reserve Board and the Federal Reserve banks have
strict rules against improper use or disclosure of confidential System
information, and are constantly alert to, as well as on guard against,
the possibility of a “leak” of information from inside the System con-
cerning a prospective change in credit policy. No evidence of “leaks”
has been found.

Question 38. Has the Federal Reserve made, or had made, any study
to determine with how many different member banks, or in how
many different cities and towns, the Government securities dealers
trade ond what the frequency or regularity of such trading is?
In other words, one of the justifications which has been given for
the dealer market, for the Federal Reserve “open market” trading
with the 17 dealers, and for the Federal Reserve making repur-
chase agreements with these dealers is that the dealers serve the
needs of the banking system by distributing bank reserves and
thus balancing the supply of loanable funds with local demands
for credit; so the question here goes to the point whether or not
the Federal Reserve has collected information which would indi-
cate how extensively the 17 dealers do in fact perform this func-
tion for the various member banks.

Answer

The recent Treasury-Federal Reserve study of the U.S. Govern-
ment securities market indicates that Government securities dealers
provide a market for Government, securities which serves efficiently
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and promptly the needs of the banking system for adjustments in hold-
ings of Government securities in response to short-term changes in
needs for liquid funds. Short-term Government securities are the
primary money market instrument for liquidity adjustments and
among the principal holders making such adjustments are the commer-
cial banks,

Reports on the study make-it clear that banks in all parts of the
country having occasion to buy or sell Government securities get
prompt execution of their orders at reasonable price spreads either
directly through Government security dealers, or indirectly through
almost any bank, nonspecialized security dealer, or broker. The
prompt distribution of bank reserves is accomplished through corre-
spondent banks which are the primary vehicle for much of the trans-
mission of reserve changes. A few of the city correspondents are
themselves Government security dealers but all are in the central
money markets so that bank reserves flow rapidly between banks. The
distribution of reserves is often influenced by the financing arrange-
ments of the dealers themselves, especially through the use of repur-
chase agreements. '

The information underlying the above brief answer appears in part
I of the Treasury-Federal Reserve study, both from Report 1, “Re-
port on Consultation,” and from Report 2, “An Organized Exchange
or a Dealer Market ?” ,

Views of consultants.—The Treasury-Federal Reserve Study Group
obtained a broad cross section of opinion on operations of the Govern-
ment securities market through informal consultations. The custom-
ers of the 17 U.S. Government securities dealers were interviewed as
well as the dealers themselves. In addition, representatives of the
New York Stock Exchange were invited to offer an institutional ar-
rangement for meeting any service gaps left by the dealers. The dis-
cussants placed considerable stress on t%e fact “that the present organ-
ization of the Government securities market is geared to the efficient
servicing of large orders from banks, savings institutions, nonfinancial
corporations, and other relatively large investors.” On the adequacy
of service on smaller transactions, they observed that “small-lot trans-
actions processed through banks are usually handled expeditiously,
and frequently at quoted market prices with no special odd-lot mark-
up” . 19-20).

pThep 'scussio)n of advantages of the dealer market brought out char-
acteristics of dealer services which are summarized in the following
quotations from the report.: ) '

(1) Market services.—Transactions in the dealer market can be completed
efficiently and promptly, particularly for Treasury bills and other short-term
issues. Bid and offer quotations are given and transactions are executed by
telephone. Many large transactions are completed immediately or after a brief
competitive check of the market; others, particularly those involving larger
amounts or complicated swaps, may require a longer period for satisfactory
execution.

The Government securities market is effectively, though informally, organized
to serve customers throughout the country. Orders from all parts of the coun-
try flow to the highly centralized market provided by dealers, most of whom are
located in New York City. Many of these dealers have a network of branch
offices, representatives, correspondents, and local investment houses that main-
tain active and close contact with potential buyers and sellers of all types in
all financial centers throughout the country. Dealer banks effect national cover-
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age through their network of correspondent bank relation. Many commercial

banks, over-the-counter dealers, and brokers, acting as principals for their own

z(lccosuln)ts and as agents for their customers, place orders with the dealers
p- .

(2) Large transactions—The great volume and wide maturity distribution
of Government securities outstanding and turned over each year, together with
the institutional character of the market for them, depend on a market system
that can serve continuously and efficiently the institutions which now account
for the greater part of the trading. Many banks, nonfinancial corporations,
and other institutions depend on large individual transactions (particularly in
Treasury bills) to make rapid adjustments of holdings in response to short-term
changes in their needs for liquid funds.

In order to serve customers effectively, the dealers must maintain constant
contact with potential sources of demand and supply throughout the country.
Not only do they keep in close touch with the many large institutional traders
in Government securities, but they also maintain merchandising organizations
which they use to distribute large purchases to other institutional customers in
smaller lots, or through which they may accumulate smaller lots which can be
sold in large blocks (pp. 77 and 79).

(8) Small investors—The individual small investor (which includes the
smaller units among banks) places his order locally with a nonspecialized secu-
rities dealer, broker, or bank and usually pays a commission or fee for the agency
service. In some cases banks handle orders for customers without charge while
in others they add a small service fee. A nonbank agent may execute the order
with a specialized dealer or turn it over to a commercial bank. A commercial
bank, in turn, may execute the order with a dealer directly, or indirectly through
a correspondent bank or in certain cases the Federal Reserve Bank of the
district.

The cost to the dealer of executing a transaction in Government securities is
relatively fixed, irrespective of the size of the transaction. Since a large part
of the dollar volume of the customer business of dealers comes from large trans-
actions, the profit margins are largely determined by such business, and spreads
are narrower than would be required for profitable operations in a similar
volume of small transactions. Handling large transactions is a wholesale type
of operation while handling small transactions is more like a retail operation.
It has been reported in connection with the consultation phase of this study that
the extra spreads ordinarily charged in small transactions do not fully cover
costs. 'Thus, with the current number of small transactions, the individual
small transaction may in part be subsidized by the large transaction (pp. 85-86).

Question 39. With reference to S. 1120, a bill to amend the Federal
Reserve Act with respect to reserves required to be maintained
by member banks, did the Federal Open M arket Committee ap-
prove this legislation? If so, please state the following (a) The
date of approval, (b) whether or not there were any dissenting
wotes, (¢) which members dissented, if any, and (d}c please also
submit any statement which the Federal Open Market Commit-
tee may have acted upon relative to the purpose for recommend-
ing the legislation or relative to any limitations which the System
would be ewpected to observe in using its authority to reduce
required reserves of member banks.

Answer B
The Federal Open Market Committee did not consider and did not
act upon S. 1120.



EMPLOYMENT, GROWTH, AND PRICE LEVELS 3399

Question 40. With reference to S. 1120, a bill to amend the Federal
Reserve Act with respect to reserves required to be maintained
by member banks, did the Board of Governors approve this legis-
lation? If so, please state the following: (a) The date of ap-
proval, (b) whether or not there were any dissenting votes, (¢)
which members dissented, if any, and (d) please also submit any

- -statement which the Board. of Governors may have acted upon
relative to the purpose for recommending the legislation or rela-
tiwe to any limitations which the System would be expected to
stebme km using its authority to reduce required reserves of mem-

er banks.

Answer

The Board of Governors recommended reserve requirement legisla-
tion in the form of bills S, 3603 and IL.R. 11871, which Senator Ful-
bright and Congressman Spence introduced in the 2d session of the
85th Congress. This legislation was reintroduced in the 1st session
of the 86th Congress by Senator Robertson (S. 1120) and Congress-
man Brown of %reorgia (H:R. 5237). In their original form, these
bills included provisions to authorize the Board (1) to permit mem-
ber banks to include all or part of their vault cash holdings in their
required reserves, (2) to fix reserve requirements for demand deposits
of central Reserve city banks within a range of 10 to 20 percent in-
stead of 13 to 26 percent, and (3) to make more flexible the Board’s
authority to permit individual member banks in central Reserve cities
or Reserve cities to carry reduced reserves. Governor Robertson,
however, was not in agreement with the second of these provisions.

As reported by both Committees on Banking' and Currency, S.
1120 included provisions substantially similar to those recommended
by the Board, except that it provided for terminating the “central
Reserve City” classification. In addition, the bill as enacted fixed
a range of 10 to 22 percent (instead of the proposed 10 to 20 percent
range) for both Reserve and central Reserve city banks.

T%le Board expressed specific disapproval of the provision termi-
nating the central Reserve city classification in a letter to Senator
Robertson on April 2, 1959, in Vice Chairman Balderston’s testimony
before Subcommittee No. 2 of the House Banking and Currency Com-
mittee on April 7, 1959, and in the Board’s report to the Budget Bu-
reau on July 20, 1959, concerning the enrolled bill. In the report to
the Budget Bureau, the Board stated that, notwithstanding its objec-
tions to the abolition of the central Reserve city classification—
because of the desirable features of the bill * * * the Board recommends that
the legislation be approved by the President.

The Board’s letters of January 22, 1959, to Senator Fulbright and
Congressman Spence were accompanied by an explanation of the leg-
islation as proposed by the Board, a copy of which is attached. A
major purpose of the proposal for counting vault cash as required
reserves was to meet the cash needs of a national emergency by dis-
tributing cash more widely over the country. In regard to the pro-
posal, the Board stated that—
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Such a provision would make possible the release of over $2 billion of reserves
for all member banks. * * * It would, therefore, be necessary to put these
changes into effect gradually and to accompany them by partly offsetting adjust-
ments in the reserve requirement percentages.

The Board stated its general intention as follows:

Existing law with the amendments proposed would permit moving gradually
toward a more equitable and rational structure of reserve requirements and
toward making in the course of time any changes in the level of reserve require-
nents, consistent with appropriate monetary policy and sound banking practices,
that may be needed to meet the monetary and credit needs of a growing economy.

Copies of statements presented by the Vice Chairman of the Board
before the Senate Banking and Currency Committee on March 23,
1959, and before Subcommittee No. 2 of the House Banking and
Currency Committee on April 7, 1959, are also attached, as furnishing
somewhat more detailed statements of the purpose of the Board in
recommending legislation in this area and how such legislation might
be administered.

STATEMENT BY VicE CHAIRMAN C. C. BALDERSTON OF THE BOARD OF (GOVERNORS
OF THE FEDERAL RESERVE SYSTEM

Mr. Chairman and members of the committee, the Board of Governors favors
enactment of the proposal before your committee, S. 1120 (or H.R. 5237), to
amend section 19 of the Federal Reserve Act by making three changes in the
present law respecting the reserve requirements of member banks.

This bill is not designed to make any radical changes in the existing system of
reserve requirements that would have an important bearing on monetary poli-
cies. In the judgment of the Board, the basic characteristics of the existing
system of reserve requirements provide a workable and effective medium for
execution of monetary policy. The amendments proposed are for the purpose of
removing from the present law some structural inequities and difficulties of
administration. The amended law would provide a means of effecting gradually
a better structure of reserve requirements within the existing framework,
adaptable to meeting over the foreseeable future the prospective monetary and
credit needs of a growing economy. :

The bill proposes three changes in existing law that would authorize the
Board to—

(1) permit member banks to include in their required reserves all or part
of their vault cash holdings in addition to balances with Federal Reserve
banks;

(2) set the reserve requirements for demand deposits of central Reserve
city banks within a range of 10 to 20 percent, instead of the present author-
ized range of 13 to 26 percent;

(3) permit individual member banks in any part of a reserve or central
reserve city to carry, where reasonable and appropriate in view of the
character of business transacted by the individual banks concerned, re-
serves at the lower requirement level prescribed for country or for Reserve
city banks.

The relatively simple changes the bill would make in the text of section 19 of
the Federal Reserve Act are described precisely and completely in an attach-
ment to this statement.

b :l‘lfxle purposes and possible effects of the proposed changes may be summarized
riefly.

First, as to vault cash as reserves: The counting of vault cash as reserves
would correct a generally recognized inequity that now exists because many
banks find it necessary for operating purposes to hold relatively larger amounts
of vault cash than do other banks. Since vault cash holdings and reserve
balances at the reserve banks are interchangeable and both bave the same
effect in limiting the volume of credit a bank may extend, it is logical and proper
that both be counted as reserves. Doing so would also have collateral ad-
vantages: One would be to reduce the costs of transporting and handling cur-
rency ; another would be to facilitate the holding by member banks of larger



EMPLOYMENT, GROWTH, AND PRICE LEVELS 3401

stocks of currency that would be available over widely dispersed areas for use
in the event of a national emergency.

All member banks in recent years have generally held between $2 billion
and $2.5 billion in vault cash. Of the total, about three-fifths has been held
by country banks, whose holdings constitute between 3 and 4 percent of their
net demand deposits. Vault cash holdings of Reserve city banks as a group
have amounted to between 114 and 2 percent of demand deposits, while the
_ratio for central Reserve city banks as a group has been less than 1 percent.

The differences between these average ratios are in some degree compensated -
for by differences in the reserve requirement percentages for the respectiv
classes of banks. Thus, while the amounts currently tied up by reserve require-
ments on demand deposits alone are 11 percent for country banks, 1614 for re-
serve city banks, and 18 for central reserve city banks, the percentage of net
demand deposits tied up by these requirements and cash holdings—taken in com-
bination—show  much smaller margins of difference. As of February 1959, the
combined ratio was 14.3 percent for -country banks on the average, 18.1 percent
for reserve city banks, and 18.6 percent for central reserve city banks. In addi-
tion to these amounts, member banks have a reserve requirement of 5 percent on
time deposits at all classes of member banks.

Vault cash holdings, however, and therefore these combined ratios vary con-
siderably among individual banks in the same class and also vary from time
to time for any single bank. The greatest inequities in the present system of
reserve requirements arise from these differences among banks in the same
class as to their holdings of vault cash and not from differences between
classes.

To add approximately $2 billion to reserves at a single stroke by counting all
vault cash as reserves without other action would, of course, not only add
greatly to the total supply of reserves, and consequently to the lending potential
of the banking system, but also would distort existing differentials in reserves
requirements as between classes of banks. It would, therefore, be necessary to
put any such change into effect gradually, and perhaps to offset it in part by
“adjustments in the reserve requirement percentages. Thus, when initiating the
change, the Board could permit member banks to count as part of their required
reserves either all of their vault cash or only a specified portion thereof.

Second, as to the percentage range for central Reserve city banks: Under
present law, the Board has legal authority to alter differentials in requirements
as between the broad classifications of member banks by reclassifying cities or
by abolishing classifications, as well as by changing requirements.! By using this
authority, any undue distinctions between classes of banks may be gradually
reduced.

No change is recommended in the provision of the law that permits the Board
to change reserve requirements within the permissible limits for the different
classes of banks. These limits permit a doubliig of requirements above the
statutory minimum.

If vault cash holdings were counted as reserves, the effect would be to lower
the required reserves of each class of banks. The reduction would be substantial
for most country banks, which now have the lowest reserve requirements, and
for some Reserve city banks, but negligible for most central Reserve city banks,
which have the highest reserve requirements. Consequently, the Board is pro-
posing that permissible requirements for central Reserve city banks be lowered
to the 10 to 20 percent range authorized for Reserve city banks. No changes
are proposed in the permissible limits of the percentage requirements against
net demand deposits as now stated in the law for Reserve city and country
banks—10 to 20 percent and 7 to 14 percent, respectively.

This -amendment would retain three classes of banks in recognition of funda-
mental differences in the character of demand deposits held. The Board could

! Under the present law requirements may vary as follows:

Minimum | Maximum [ Present

Against net demand deposits:
Central Reserve city banks
Reserve city banks. .. ...
Country banks.._._...______.
Against time deposits—all banks.

26

10 20 1834
14
6
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retain higher requirements for central Reserve city banks than for Reserve city
banks even though the amendment to the law would lower from 26 percent to 20
percent the maximum that could be required for any bank against demand
deposits. In the judgment of the Board, a maximum of 20 percent for any bank
is believed to provide sufficient leeway for any increases that may be needed.

Third, relief for individual banks: Under existing law, the Board is authorized
to permit individual member banks in a central Reserve or Reserve city to carry
the lower reserves specified for banks in one of the other classes but only if they
are located in the outlying districts of such cities. This provision now permits
the Board to alleviate inequities which arise when banks located in such outlying
districts are predominantly engaged in business that is similar to that of banks
with a lower reserve classification. It does not, however, permit the Board to
bring equivalent relief to such banks if they are located in the central or finan-
cial districts of Reserve and central Reserve cities.

The amendment proposed would permit more flexibility in exempting indi-
vidual banks than is possible under existing law and thereby facilitate the elim-
ination of some existing inequities. To accomplish these purposes the pending
bill would strike out of the law the present relief provisos applicable only to
“outlying district” banks, and add a new paragraph which would authorize the
Board to permit member banks in any part of a Reserve or central Reserve city
to carry reduced reserves. Instead of the geographical test, the Board would
be authorized to grant permission for reduced reserves on such basis as it might
deem reasonable and appropriate in view of the “character of business” trans-
acted by the member bank involved.

As under present law, the amendment would make it possible for the Board
to permit a member bank in a Reserve city to carry the lower reserves specified
at the time for country banks rather than that fixed for Reserve city banks; and,
similarly, a member bank in a central Reserve city could be permitted to carry
the lower reserves specified at the time either for Reserve city banks or country
banks. The amendment would not authorize the Board to permit any member
bank in such cities to carry reduced reserves equal to some percentage other
than one prescribed by the Board for one of the designated classes of banks.’

Again as under present law, the amendment would not authorize the Board
to increase the percentages of reserves required to be maintained by individual
member banks. The Board would, however, retain the authority which it now
has under the law to designate new Reserve cities or new central Reserve cities
and thereby increase the reserve requirements of all member banks in such
cities, except such banks as may be specifically permitted to carry the lower
requirements of another class.

The proposed amendment would make it possible for the Board to grant per-
mission for reduced reserves upon the vote of a majority of a quorum, rather
than only upon the affirmative vote of five members of the Board as required by
the present law.

Other observations: Before undertaking to answer whatever questions you
may have, I should like to make, in conclusion, a few general observations.

The Board has given consideration to the careful and comprehensive study of
the problem of Reserve requirements and the proposals for changes made by the
Economic Policy Commission of the American Bankers Association, and also to
other plans for fundamental revisions in the Reserve requirement structure.
The Board has concluded, however, that far-reaching changes in the law are not
necessary. With the amendments proposed, along with other provisions of
existing law, the Board would have adequate authority to make any changes in
the structure and level of Reserve requirements that are likely to be appropriate
under present or foreseeable conditions.

No change is recommended by the Board in permissible requirements against
time deposits from the present range of 3 to 6 percent. It is recognized that
savings deposits in banks do not need to have as high requirements as demand
deposits, which comprise the most active elements of the money supply, and the
law correctly provides for differentials in such requirements. Unduly wide
differentials between requirements against time and against demand deposits,
however, encourage the shifting into time deposits of funds that are not true
savings and are subject to withdrawal on short notice. Requirements against
time deposits should not be so low as to encourage shifts of this nature. In the
opinion of the Board, the present limits on requirements against time deposits
are about as low as would be warranted for sound and effective operation of the
banking system.
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The principal function of reserve requirements, it is now generally recognized,
is to serve as an instrument for regulating the ability of banks to expand credit
and add to the available supply of money. Under existing law, Federal Reserve
policies and actions may influence both the available supply of .reserves and,
within statutory limits, the amount of reserves required to be held. .

The desirable ultimate level of reserve requirements need be no higher than
essential for purposes of monetary policy. Yet they should not be so low as to
raise questions about liquidity or safety in the asset structure of banks. Nor
should they be so high as to hamper unduly the-earning capacity_of banks and
their ability to perform essential functions. The precise level of requirements
that may be appropriate for monetary policy at any particular time in the future
must be predicated on economic and financial developments at home and abroad.

‘Any changes in the general level of reserve requirements must be made only
gradually and in relatively small steps in order to avoid undesirable disturbances
to credit markets, conflicts with appropriate monetary policies, and undue upsets
to long-established competitive relationships and banking practices. .In order to
provide for future contingencies, authority to vary requirements over a fairly
wide range needs to be retained.

JLegislative authorify with respect to both the level and structure of reserve
requirements for member banks should be sufficiently fiexible to enable adjust-
ments to be made in ways, in amounts, and at times that are consistent with the
aims of monetary policy, with the international position of the country, and
with the maintenance of a sound and effective banking system. Existing law
with the amendments proposed would permit moving gradually toward a more
equitable and rational structure of reserve requirements.

TEXTUAL CHANGES WHICH WoUuLD BE MADE IN SECTION 19 OF THE FEDERAL
RESERVE AcCT BY S. 1120

[Omitted material in black brackets ; new material in italic]

Every bank, banking association, or trust company which is or which becomes
a member of any Federal Reserve bank shall establish and maintain reserve
balances with its Federal Reserve banks as follows :

(a) If not in a reserve or central reserve city, as now or hereafter defined,
it shall hold and maintain with the Federal Reserve bank of its district an actual
net balance equal to not less than seven per centum of the aggregate amount of
its demand deposits and three per centum of its time deposits.

(b) If in a reserve city, as now or hereafter defined, it shall hold and maintain
with the Federal Reserve bank of its district an actual net balance equal to not
less than ten per centum of the aggregate amount of its demand deposits and
three per centum of its time deposits L: Provided, however, That if located in
the outlying districts of a reserve city or in territory added to such a city by
the extension of its corporate charter, it may, upon the affirmative vote of five
members of the Board of Governors of the Federal Reserve System, hold and
maintain the reserve balances specified in paragraph (a) hereof].

(c) If in a central reserve city, as now or hereafter defined, it shall hold and
maintain with the Federal Reserve bank of its'district an actual net balance equal
to not less than [thirteen] TEN per centum of the aggregate amount of its de-
mand deposits and three per centum of its time deposits [: Provided, however,
That if located in the outlying districts of a central reserve city or in territory
added to such city by the extension of its corporate charter, it may, upon the affir-
mative vote of five members of the Board of Governors of the Federal Reserve
System, hold and maintain the reserve balances specified in paragraphs (a) or
(b) thereof].

Notwithstanding the other provisions of this section—

(1) The Board of Governors, under such regulations as it ma/y prescnbe
may permit member banks to count all or part of their currency and coin as re-
serves required under this section; and

(2) A member bank in a reserve city may hold and maintain the reserve bal-
ances gpecified in paragraph (a) above and a member bank in a central reserve
city may hold and maintain the reserve balances specified in paragraphs (a)or
(b) above, if permission for the holding and maintaining of such lower reserve
balances is granted by the Board of Governors of the Federal Reserve System,
either in individual cases or under regulations of the Board, on such basis as
the Board may deem reasonable and appropriate in view of the character of
business transacted by the member bank.
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Notwithstanding the other provisions of this section, the Board of Governors
of the Federal Reserve System, upon the affirmative vote of not less than four
of its members, in order to prevent injurious credit expansion or contraction,
may by regulation change the requirements as to reserves to be maintained
against demand or time deposits or both (1) by member banks in central reserve
cities or (2) by member banks in reserve cities or (3) by member banks not in
reserve or central reserve cities or (4) by all member banks; but the amount
of the reserves required to be maintained by any such member bank as a result
of any such change shall not be less than the amount of the reserves required
by law to be maintained by such bank [on the date of enactment of the
Banking Act of 1935] nor more than twice such amount.

STATEMENT BY VIicE CHAmRMAN C. C. BALDERSTON OF THE BOARD OF (GOVERNORS
oF THE FEDERAL RESERVE SYSTEM

Mr. Chairman and members of the committee, the Board of Governors favors
enactment of the proposal before your committee, H.R. 5237, to amend section
19 of the Federal Reserve Act by making three changes in the present law re-
specting the reserve requirements of member banks.

This bill, it should be emphasized, is not designed to make any radical changes
in the existing system of reserve requirements that would have an important
bearing on monetary policies. The application of its provisions would have
to be effected in a manner and be accompanied by other measures, so as not to
negate policies directed toward provision of an appropriate supply of bank
credit and money. In the judgment of the Board, the basic characteristics of the
existing system of reserve requirements provide a workable and effective
medium for execution of monetary policy. The amendments proposed are for
the purpose of removing from the present law some structural inequities and
difficulties of administration. The amended law would provide a means of
effecting gradually a better structure of reserve requirements within the exist-
ing framework, adaptable to meeting over the foreseeable future the prospective
monetary and credit needs of a growing economy.

The bill proposes three changes in existing law that would authorize the
Board to: .

(1) Permit member banks to include in their required reserves all or
part of their vault cash holdings in addition to balances with Federal
Reserve banks.

(2) Set the reserve requirements for demand deposits of central reserve
city banks within a range of 10 to 20 percent, instead of the percent au-
thorized range of 13 to 26 percent.

(8) Permit individual member banks in any part of a reserve or central
reserve city to carry, where reasonable and appropriate in view of the
character of business transacted by the individual banks concerned, reserves
at the lower requirement level prescribed for country or for reserve city
banks.

The relatively simple changes the bill would make in the text of section 19
of the Federal Reserve Act are deseribed precisely and completely in an attach-
ment to this statement.

The purposes and possible effects of the proposed changes may be summarized
briefly.

VAULT CASH AS RESERVES

Present limitation of reserves to balances held at the Reserve bank results
in an inequitable situation as between individual banks, because many banks
find it necessary for operating purposes to hold relatively larger amounts of
vault cash than do other banks. The counting of vault cash as reserves would
correct that inequity. Since vault cash holdings and reserve balances at the
Reserve banks both have the same effect in limiting the volume of credit a
bank may extend and are interchangeable, it is logical and proper that both
be counted as reserves. Doing so would also have collateral advantages: One
would be to reduce the costs of transporting and handling currency; another
would be to facilitate the holding by member banks of larger stocks of cur-
rency that would be available over widely dispersed areas for use in the event
of a national emergency.

In the original Federal Reserve Act member banks were permitted to hold
somewhat more than half of their required reserves as cash in their own vaults.
In 1917 the total reserve requirements were reduced and member banks were
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required to hold the full amount with Federal Reserve banks. This was a war-
time measure designed to mobilize the gold reserves of the country in the Federal
Reserve banks. Under the Gold Reserve Act of 1934, all of the country’s gold
stock is held in the Treasury, which issues gold certificates or gold-certificate
credits against most of it to Federal Reserve banks, and the gold stock can be
drawn upon only to cover international payments. Thus, there is now no possi-
bility of banks depleting the gold supply by withdrawals to hold as reserves or
for other domestic uses, and that reason for not counting banks’ vault cash hold-
ings as reserves no longer exists. Taken by itself-any withdrawal of currency-
by a bank either to hold in its vault or to meet customers’ demands results in a
drain on member bank reserve balances, unless additional reserves are provided
by some means. Likewise a return flow of currency adds to the availability of
reserves. It is for this reason that reserves and vault cash are said to be
interchangeable.

Permitting vault cash to count as reserves would release a corresponding
amount of reserves now held on deposit at the Reserve banks and thus add
approximately $2 billion at a single stroke to the ava